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Bureau's New Depreciation Policy: 
Its Practical Significance 


By Lioyp C. GIBson * 


HE Treasury Department has, in effect, prom- 
"Ves Congress that the yearly income tax rev- 
enue will be increased by $85,000,000 through 
mere changes in the administration of the existing 
law with respect to depreciation allowances. Con- 
gress was apparently so much im- 
pressed by this assurance that it 
has abandoned a project to reduce 
all depreciation and depletion allow- 
ances by one-fourth for a period of 
three years, but has retained its 
estimate of an $85,000,000 annual 
increase in revenue through admin- 
istration of depreciation allowances. 
The taxpayer, then, may well 
ask, what are these changes that 
are contemplated? If they are de- 
sirable changes, why were they not 
made many years ago? Who is 
going to pay this extra $85,000,000 
every year? Does this mean that I 
may owe additional taxes for past 
years? If I have taken insufficient 
depreciation in past years, will I 
now receive credit for my forbear- 
ance, and will I now be penalized 
if I deducted too much depreciation 
in the past? How much additional 
accounting and paper work will 
these changes mean for me? If I 
have only recently emerged from a 
controversy with the Bureau over depreciation rates, 
does this new policy mean that my depreciation de- 
ductions may be subject to still further adjustment? 
Some of these questions can be answered only by 
conjecture, but most of them, and others which 
naturally arise, will be answered in some measure 
by this paper. The most significant point to be 
demonstrated, however, is that the policy heralded 
by Secretary Morgenthau’s letter of January 26, 








* Consulting Valuation- Engineer, Washington, D. C.; Member of the 
District of Columbia Bar. 
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19341 to the Ways and Means Committee, and em- 
bodied in Treasury Decision 4422,” is neither wholly 
new nor alarmingly revolutionary. There is no tax- 
payer who was entitled, as a matter of law, to a 
greater depreciation allowance before the issuance 
of T. D. 4422 than now. Aside 
from a modification of the degree 
of burden of proof upon the tax- 
payer, the nature and quantity of 
information required from the tax- 
payer under the amended regula- 
tions is substantially the same as 
that which the Bureau has hitherto 
regarded strictly essential as a pre- 
requisite to depreciation allowances. 

What the Treasury Department 
apparently seeks to accomplish, and 
possibly will accomplish in large 
measure, by the newly amended 
regulations, the new instructions to 
administrative and field officers, 
and the new printed forms for de- 
preciation schedules, is, first of all, 
to unify and coordinate the Depart- 
ment’s own ideas of proper depreci- 
ation policy ; second, to bring home, 
somewhat dramatically, to all tax- 
payers, as well as their accountants 
and advisers, the necessity of keep- 
ing adequate records and furnish- 
ing adequate depreciation data; 
and, third, to create a more effective means of com- 
pelling the submission of adequate information in 
those cases in which the Income Tax Unit has sus- 
pected, but has been unable to prove, that deprecia- 
tion deductions have been excessive. There is good 
reason to believe that there has been some variation 
in depreciation policy as between various agencies 
of the Bureau of Internal Revenue. This is only the 
natural result of the regional nature of certain types 
of industry and trade, together with the dispersal of 
primary tax auditing into regional field offices, and 

























































































































































































































































































































































































































































































































also of the necessary existence of special technical 
groups in the Income Tax Unit to deal with cases 
involving particular industries or types of business. 
For various reasons there has doubtless been a shift- 
ing from time to time of the real authority for final 
decision on depreciation matters, as between differ- 
ent agencies of the Income Tax Unit, with a conse- 
quent fluctuation in emphasis on the necessity for 
thorough substantiation of depreciation deductions. 


There is also a natural tendency for both taxpay- 
ers and Bureau employees to assume that deprecia- 
tion accounting which was acceptable last year and 
year before last will be equally acceptable this year 
and next. The Treasury authorities apparently feel 
that this erroneous tendency can be defeated only by 
something more dramatic and portentous than a 
mere directing of attention to previous regulations 
and instructions. Finally, it is clearly the Depart- 
ment’s belief that some taxpayers have taken undue 
advantage of the old clause in the Regulations which 
provided that “such (depreciation) deductions will 
not be disallowed unless shown by clear and con- 
vincing evidence to be unreasonable.”* A major 
purpose of the recent amendment is to blot out any 
and all doubt which that clause may have fostered 


with respect to the degree of the taxpayer’s burden 
of proof. 


1The letter, as printed in the House Ways and Means Committee 
Report on the Revenue Bill of 1934, H. R. 7835, is as follows: 


“MY DEAR MR. CHAIRMAN: In connection with the consideration 
now being given by the Ways and Means Committee to the inclusion 
in the pending revenue bill of some provision limiting or restricting 
the amount of deductions that may be allowed for depreciation, 
I believe it important that your committee should be informed regarding 
the action now proposed by the Bureau of Internal Revenue with 
respect to that subject. 


Section 23 (k) of the Revenue Act of 1932 grants as a deduction 
“A reasonable allowance for the exhaustion, wear, and tear of property 
used in the trade or business, including a reasonable allowance for 
obsolescence.” In interpreting this section, Article 205 of Treasury 
Regulations 77 provides that: ‘“‘While the burden of proof must rest 
upon the taxpayer to sustain the deduction taken by him, such deduc- 
tions will not be disallowed unless shown by clear and convincing 
evidence to be unreasonable.” Acting under these provisions and the 
corresponding provisions of prior acts and regulations, the Bureau has 
attempted to check the amount of depreciation deductions taken in 
income-tax returns by an investigation through its field officers of the 
records of taxpayers and by the preparation of detailed and often bur- 
densome depreciation schedules which are ordinarily necessary before 
judging the reasonableness of the deduction. In proceeding in this 
manner the Bureau has been handicapped in at least two important 
respects. First, the volume of this work has been such as to preclude 
the preparation of proper schedules in many cases. Second, the Bureau 
has been placed in the position of having to show by clear and con- 
vincing evidence that the taxpayer’s claim was unreasonable, a particu- 
larly difficult matter since the determination of the useful life of assets 


and the consequent rates of depreciation is largely within the taxpayer’s 
experience. 


The Bureau has for several months had under consideration more 
effective means of administering the depreciation provisions. This 
study has shown that through past depreciation deductions many tax- 
payers have (as shown by facts now known to exist) built up reserves 
for depreciation which are out of proportion to the prior exhaustion, 
wear, and tear of the depreciable assets. If past methods are continued, 
the amount representing the basis of the assets will be completely recov- 
ered through depreciation deductions before the actual useful life of 
the assets has terminated. 


In order to overcome this condition the Bureau proposes to reduce 
substantially the deductions for depreciation with respect to many tax- 
payers in various industries, so that for the remaining life of the assets 
depreciation will be in effect reduced to the extent that it may have 
been excessive in prior years. 


It is intended that this end shall be accomplished, first, by requiring 
taxpayers to furnish the detailed schedules of depreciation (heretofore 
prepared by the Bureau), containing all the facts necessary to a proper 
determination of depreciation; second, by specifically requiring that all 
deductions for depreciation shall be limited to such amounts as may 
reasonably be considered necessary to recover during the remaining 
useful life of any depreciable asset the unrecovered basis of the asset; 
and, third, by amending the Treasury regulations to place the burden 
of sustaining the deductions squarely upon the taxpayers, so that it 
will no longer be necessary for the Bureau to show by clear and con- 
vincing evidence that the taxpayers’ deductions are unreasonable. These 
changes will increase the revenue substantially, and, although difficult 
to estimate, records indicate that the amount of the increase in revenue 
will equal that which would result from the proposal of the Ways and 
Means Committee. 
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Tracing the steps publicly taken in recent months 
toward a change in depreciation policy, we find, first, 
that the Subcommittee of the House Committee on 
Ways and Means, in its report of December 3, 19334 
stated that depreciation deductions have been in- 
creasing for years, and set forth statistics purporting 
to show that, in 1930, in the case of corporations 
reporting net income, the depreciation deductions 
amounted to 28.2 per cent, and the depletion deduc- 
tions to 2.6 per cent, of the net income before these 
deductions. With the view that this condition is 
undesirable, at least during the present emergency, 
the Subcommittee recommended a flat reduction of 
25 per cent in all depreciation and depletion deduc- 
tions which would have been allowable for 1934, 
1935, and 1936, under the 1932 Act, estimating a 
resulting increase in revenue of $85,000,000 for each 
of these years. Secretary Morgenthau, in his reply 
to that recommendation,® opposed the flat reduction 
on the grounds of “doubtful constitutionality” and 
“inherent unfairness,” pointing out that, “if the 
25 per cent of the actual depreciation which it is 
proposed to disallow is permitted as a deduction in 
a later year the taxpayer’s income that year will be 
reduced and distorted”; and further that “if it is 
to be disallowed completely, the tax is to this ex- 
tent imposed on capital, not on income.” 





Although the studies of depreciation made in the Bureau bear out 
the conclusion of the Ways and Means Committee that as a whole the 
deductions taken for depreciation in the past have been excessive when 
considered in the light of the facts now known to exist, it is the opinion 
of the present Bureau officials that the situation can be more equitably 
remedied through proper administrative measures than through legisla- 
tion which would arbitrarily reduce each and every taxpayer’s depre- 
ciation allowance by a certain percentage, whether or not the allowance 
may have been excessive for past years. .I concur in this opinion, and 
I therefore urge that the matter be rested on proper administration rather 
than on legislative action.” 


2T. D. 4422, XIII Internal Revenue Bulletin, No. 10; 343 CCH 
par. 6138, amends Art. 205, Reg. 77 and 74, and Art. 165, Reg. 69, 
65 and 62, to read as follows (new matter in italics): 


“Art. 205. Method of computing depreciation allowance.—The capital 
sum to be recovered shall be charged off over the useful life of the 
property, either in equal annual installments or in accordance with any 
other recognized trade practice, such as an apportionment of the capital 
sum over units of production. Whatever plan or method of apportion- 
ment is adopted must be reasonable and must have due regard to 
operating conditions during the taxable period. - The reasonableness of 
any claim for depreciation shall be determined upon the conditions 
known to exist at the end of the period for which the return is made. 
Where the cost or other basis of the property has been recovered through 
depreciation or other allowances no further deduction for depreciation 
shall be allowed. The deduction for depreciation in respect of any 
depreciable property for any taxable year shall be limited to such ratable 
amount as may reasonably be considered necessary to recover during 
the remaining useful life of the property the unrecovered cost or other 
basis. The burden of proof will rest upon the taxpayer to sustain the 
deduction claimed. Therefore, taxpayers must furnish full and complete 
information with respect to the cost or other basis of the assets in respect 
of which depreciation is claimed, their age, condition and remaining 


useful life, the portion of their cost or other basis which has been recov- 
ered through depreciation allowances for prior taxable years, and such 
other information as the Commissioner may require in substantiation of 


the deduction claimed.” 

The italicized words, “recovered shall’, take the place of the words, 
“replaced should’, in the old regulation. The following complete sen- 
tence was stricken out: 

“Tf it develops that the useful life of the property will be longer or 
shorter than the useful life as originally estimated under all the then 
known facts, the portion of the cost or other basis of the property 
not already provided for through depreciation allowable determined in 
accordance with the useful life of the property as originally estimated, 
should be spread over the remaining useful life of the property as 
reestimated in the light of the subsequent facts, and depreciation deduc- 
tions taken accordingly.” ae oo 

The sentence beginning, “The burden of proof . . .”, is in lieu 
of the following longer sentence in the old regulation: ‘While the 
burden of proof must rest upon the taxpayer to sustain the deduction 
taken by him, such deductions will not be disallowed unless shown by 
clear and convincing evidence to be unreasonable.” 

3 See footnote 2, final quotation. 

4“Prevention of Tax Avoidance”, Preliminary Report of a Subcom- 
mittee, Comm. on Ways and Means, 73d Congress, 2d Session; repro- 
duced in 343 CCH, page 6673. : 

5“Statement of the Acting Secretary of the Treasury regarding the 
Preliminary Report of a Subcommittee of the Committee on Ways and 
Means.” Printed by the Government Printing Office for the use of 
Congress. Reproduced in 343 CCH, page 6697. 











June, 


Th 
tion ¢ 
but 1 
pose¢ 
Sena 
taine 
quen 
by a 
jority 
Sube 
lette 
Way 
prop 
in tk 
adm: 

It 
by r 
of de 
taint! 
of di 
dedu 
as m 
ing { 
unre 
Trea 
dedu 
no | 
and 
unre 
subs 
indi 
eque 
Way 

B 
tary 
afte 
of 2 
adn 
tle 
its 
sio} 
of | 
lati 
pla 
tax 

(de 

les 
un 
for 

7 
pre 
to 
ne 
the 

Ta 

res 

of 

Tel 

ba 

lov 
tic 
th 





4 


ital 


on- 


of 
ons 
ide. 
igh 
ion 
any 
ible 
‘ing 
her 
the 
lete 
ect 
ing 
"OU- 
uch 


of 


rds, 
sen- 


- or 
hen 
arty 
| in 
ted, 
luc- 


lieu 
the 
tion 
| by 


om- 
pro- 


the 
and 
> of 








June, 1934 


The Treasury’s counter proposal was the elimina- 
tion of discovery depletion and percentage depletion, 
but this recommendation was so successfully op- 
posed before the Committees of both House and 
Senate that the report of neither Committee con- 
tained any comment on depletion, and the subse- 
quent attempts to eliminate percentage depletion 
by amendment were defeated by a substantial ma- 
jority. Supplementing his statement in reply to the 
Subcommittee’s report, Secretary Morgenthau, in a 
letter dated January 26, 1934,° offered to the House 
Ways and Means Committee a substitute for the 
proposed flat reduction of depreciation allowances, 
in the form of a plan to reduce these allowances by 
administrative action, as follows: 


It is intended that this end shall be accomplished, first, 
by requiring taxpayers to furnish the detailed schedules 
of depreciation (heretofore prepared by the Bureau), con- 
taining all the facts necessary to a proper determination 
of depreciation; second, by specifically requiring that all 
deductions for depreciation shall be limited to such amounts 
as may reasonably be considered necessary to recover dur- 
ing the remaining useful life of any depreciable asset the 
unrecovered basis of the asset; and, third, by amending the 
Treasury regulations to place the burden of sustaining the 
deductions squarely upon the taxpayers, so that it will 
no longer be necessary for the Bureau to show by clear 
and convincing evidence that the taxpayers’ deductions are 
unreasonable. These changes will increase the revenue 
substantially, and, although difficult to estimate, records 
indicate that the amount of the increase in revenue will 
equal that which would result from the proposal of the 
Ways and Means Committee. 


30th the House and the Senate took the Secre- 
tary at his word, refrained from statutory changes 
affecting depreciation, and relied upon the assurance 
of an $85,000,000 annual increase in revenue through 
administrative changes.’ The Department lost lit- 
tle time in taking a definite step toward making good 
its promise. On February 28, 1934, Treasury Deci- 
sion 4422 ® was promulgated, amending Articles 205 
of Regulations 77 and 74, and Articles 165 of Regu- 
lations 69, 65 and 62. The essential change was to 
place the burden of proof unequivocally upon the 
taxpayer by striking out the qualifying clause, “Such 
(depreciation) deductions will not be disallowed un- 
less shown by clear and convincing evidence to be 
unreasonable,” ® and to add the following provisions 
for clarification and for administrative guidance: 


The deduction for depreciation in respect of any de- 
preciable property for any taxable year shall be limited 
to such ratable amount as may reasonably be considered 
necessary to recover during the remaining useful life of 
the property the unrecovered cost or other basis. * * * 
Taxpayers must furnish full and complete information with 
respect to the cost or other basis of the assets in respect 
of which depreciation is claimed, their age, condition and 
remaining useful life, the portion of their cost or other 
basis which has been recovered through depreciation al- 
lowances for prior taxable years, and such other informa- 
tion as the Commissioner may require in substantiation of 
the deduction claimed. 


The next official step publicly taken was Com- 
missioner Helvering’s issuance of Mimeograph 4170 


_'See footnote 1. The entire letter appears in the Ways and Means 
Committee Report accompanying the Revenue Bill of 1934, H. R. 7835. 
See also 343 CCH, page 6746. 

‘See House Ways and Means Committee Report, supra; also Senate 


Finance Committee Report No. 558, March 28, 1934, page 11 (343 CCH, 
page 6820). 


’ Supra, Note 2. 
® Supra, Notes 2 and 3. 
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(RA 714) ?° on April 4, 1934, for the instruction of 
Internal Revenue employees in Washington and in 
the field. The instructions began with a reference 
to Treasury Decision 4422 and with a close para- 
phrase of the new amendatory language quoted in 
the immediately preceding paragraph of this discus- 
sion. With respect to the amending provisions the 
Commissioner said: 

The information above referred to has been required un- 
der previous regulations but in many instances it has either 
not been furnished or has been prepared for the taxpayer 
by the examining officer. One of the principal purposes of 
Treasury Decision 4422 is to place the burden of proof of 
the correctness of deductions claimed for depreciation 
squarely upon the taxpayer, and to require that all sched- 
ules and other data deemed necessary shall be prepared 
by the taxpayer and not by the examining officer. 

In the same Mimeograph,"? revenue agents were 
instructed to advise taxpayers of their duty to fur- 
nish the prescribed information, making an excep- 
tion only in those cases where the deduction claimed 
is clearly not excessive or where taxable income 
would not be developed by a depreciation adjust- 
ment. It was made clear that the revenue agent’s 
duty does not include the preparation of the data, 
but does include their verification and inclusion in his 
report. It was anticipated by the Bureau that some 
taxpayers would decline to furnish the required de- 
preciation information, on the ground that it was 
contained in data previously filed in connection with 
their income tax returns for prior years. In such 
instances, the Internal Revenue employees were in- 
structed to satisfy themselves that the complete 
information is on file and to vouch for that fact in 
their reports. These officers were expressly remind- 
ed of the requirement to make adjustments for prior 
years to the extent of the reasonably allowable de- 
preciation in cases where no deduction or a clearly 
inadequate deduction had been taken. 


Included with Mimeograph 4170 (RA 714) was 
a form of schedule for the preparation and submis- 
sion of the required data, and the mimeograph is 
largely devoted to detailed instructions for prepar- 
ing the schedule. Note that there is no requirement 
to submit the data on the actual mimeographed or 
printed form supplied by the Government as in the 
case of the income tax return itself and of certain 
other required data. In this instance, the Commis- 
sioner did not even prescribe that the depreciation 
data conform to the suggested schedule, but merely 
that all of the data called for in the schedule be sub- 
mitted in some covenient and readily understandable 
form. Nevertheless, it is a reasonable inference that 
the more closely the taxpayer’s schedules conform 
to the Bureau’s suggested form the more favorable 
impression they will make. Taxpayers may find it 
worth while, for the sake of clarity, to prepare and 
submit schedules in the suggested form even if most 
of the data which they present are already on file 
in some other form. 

10 The official Bureau designation is: “IT:A&C-Mimeograph, Coll. No. 
4170, R. A. No. 714: Information necessary in support of depreciation 
deductions.” The commonest official designation will be “Mimeograph 
R. A. 714”, since it affects revenue agents more direcfly than collectors. 
It is published in 343 CCH, par. 6196, and in Internal Revenue Bulletin 
XIII-16, as ‘Mim. 4170”. Date of origina] issue April 4, 1934; re-issued 


with revised schedule May 16, 1934. 
4 Mim. 4170 (RA 714); see Note 10, 
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The schedule form accompanying Mimeograph 4170 
(RA 714) was to be prepared separately for each 
class or group of “similar assets having approxi- 
mately the same average lives.” The schedule for 
each such class or account was headed by its name 
or identifying number or description, and the esti- 
mated useful life in years. Parallel vertical columns 
in the schedule, as first issued, were headed: 
“(1) Date acquired; (2) Original cost or other basis 
and subsequent additions by years; (3) Deductions 
for sales and retirements; (4) Cost remaining at the 
end of year; (5) Annual depreciation accrual; 
(6) Charges to accrued depreciation for sales and 
retirements; (7) Net depreciation reserve at end of 
year.” By footnotes on the schedule the taxpayer 
was asked to append an explanation of any capital 
addition in Column 2 not representing cash cost 
to the taxpayer, and also of any credits or charges 
to depreciation reserve other than those contem- 
plated by the headings of Columns 5 and 6. 


The mimeographed instructions direct attention 
to the special statutory provisions with respect to 
the basis for depreciation in the case of “property 
acquired prior to March 1, 1913, property acquired 
by gift or transfer in trust, property transmitted at 
death, property acquired upon an exchange, prop- 
erty acquired in a reorganization after December 31, 
1917, property acquired after December 31, 1920, by 
a corporation in exchange for its stock where im- 
mediately after the transfer the transferor of the 
property is in control of the corporation, property 
acquired by an involuntary conversion, and prop- 
erty acquired during affiliation, and certain other 
special cases.” It is further directed that the sched- 
ule for each class reflect adjustments which were 
made, “or should have been made,” through elimin- 
ation, in prior years, of assets sold, abandoned, re- 
tired, or fully depreciated though still in use. A 
particularly significant requirement is that “the 
adjusted property account should be reconciled with 
the property account as reflected on the books of the 
taxpayer.” By this instruction it is not meant 
merely that the figures should be reconcilable. 
What the Bureau clearly desires is that the figures 
a headings in the depreciation schedules be “tied 

’ by simple explanatory notes and references, to 
the figures, descriptions, account and page num- 
bers, etc., in the taxpayers books and in the sched- 
ules attached to the returns, including any 
supplemental depreciation data formerly submitted. 

The remaining instructions in Mimeograph 4170 
(RA 714) deal with the method of classifying assets ; 
the principle that credits to the reserve for accrued 
depreciation shall be, for each year, the amount 
allowable or the amount allowed, whichever is great- 
er; methods for treating special ‘charges and credits 
to the reserve; the rule for the determination of 
depreciation rates and allowances for the current 
year; and finally the limited conditions under which 
a loss from retirement is allowable in the current 
year. These matters will be discussed more fully at 
a later point in this article. The mimeograph con- 
cludes with a retroactive provision applying the in- 
structions to all pending cases and revoking prior 
instructions to the contrary. 
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Some confusion has doubtless arisen from the sub- 
sequent mailing to certain taxpayers of a form letter 
originating in the Appraisal Section of the Valuation 


Division, Income Tax Unit, approximately at the 
time of the issuance of Mimeograph 4170 (RA 714), 
hitherto discussed. A copy of such a letter, dated 
April 13, 1934, received by a taxpayer in the Chicago 
area, was reproduced in full in 343 Commerce Clear- 
ing House Standard Federal Tax Service, at 
Par. 6221. The preparation of the form letter was 
apparently independent of the preparation of Mim- 
eograph 4170 (RA 714), although having the same 
purpose. The mailing of the letter, together with 
its accompanying “Memorandum 891” and “Forms 
364, 365 and 366,”1? was discontinued after a few 
weeks. For this reason, it is interesting to compare 
the Appraisal Section’s memorandum and schedule 
forms with Mimeograph 4170 (RA 714) and the new 
fourteen-column schedule form described below, by 
which they are superseded. Form 364 was confined 
to data for prior years and was practically the same 
as the schedule attached to Mimeograph 4170 except 
for a final column headed, “Amounts expended for 
repairs and maintenance each year for last five 
years.” This feature, which was also stressed in the 
accompanying “Memorandum 891,” 8 is omitted 
from the Bureau’s latest revised schedule form. 
Form 365 was designed to show the steps in arriv- 
ing at the current year’s depreciation allowance, the 
data being derived from those appearing in the 
Form 364 schedule for the same account. Form 366, 
a special form for buildings and structures, was 
essentially a combination of the other two 


There was evidently within the Bureau a feeling 
that the schedule form originally issued with Mim- 
eograph 4170 (RA 714) was not sufficiently specific 
and extensive to bring about the submission of all 
of the data contemplated in the mimeograph and in 
Treasury Decision 4422. Its principal deficiency was 
felt to be the absence of provision for showing the 
current year’s additions and adjustments to capital 
account and reserve, as well as the depreciation de- 
duction for the current year. Upon setting about 
to overcome this deficiency the Bureau gave serious 
consideration to the device of using two separate 
schedules, similar to the Appraisal Section’s Forms 
364 and 365, described above, but ultimately adopted 
a single schedule having fourteen columns. The 
new schedule form was released for distribution on 
May 16, 1934; and is reproduced with this article.” 


It will be observed that the new schedule is also 
to be submitted separately for each “account” or 
“group of similar assets having approximately the 
same average lives” and that it is essentially the 
same as the schedule originally attached to Mimeo- 


12 See 343 CCH, par. 6221; also par. 6252. It is understood that 
taxpayers who had prepared schedules on these forms before the issu- 
ance of the revised 14-column schedule reproduced herein are not being 
required to make a further revision. 

18 See Note 12. The revised 14-column schedule does not require the 
maintenance data. The taxpayer’s established policy in this respect 
will undoubtedly, however, be used by the Bureau as a factor in esti- 
mating the remaining serviceable life. The two factors have always 
been considered interdependent and it is a safe prediction that the 
Bureau will continue to set relatively longer estimates of life in cases 
in which relatively more of the maintenance and repair expenditures are 
regularly charged off as current expense. The reverse will also be true. 

4 The revised schedule was attached to a re-issue of Mim. 4170 (RA 
714), in lieu of the original schedule, and distributed to all income tax 


employees of the Bureau in Washington in the field. Also reproduced 


in 343 CCH, par. 6255. 
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DEPRECIATION SCHEDULE PREPARED BY BUREAU OF INTERNAL REVENUE TO SUPERSEDE SCHEDULE ORIGINALLY 
ACCOMPANYING MIMEOGRAPH 4170 
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Col. 2. 


Do all costs reported in Column 2 represent actual cash expenditures by the taxpayer? 


To be certified to on the schedule. 


If any of the amounts do not represent cash expenditures by the taxpayer, a supplemental statement should be prepared indicating the 


amount thereof, how it was determine 
amounts to asset accounts. 


Col. 3-5-6-10-12-13. 


Col. 8. Show cost remaining to be recovered of assets remaining in use at beginning of year. 
to amounts necessary to recover remaining cost during remaining serviceable life. 
value, no further depreciation is allowable. 

Col. 9. Show basis in separate statement as to how determined. 


with the description of the character and condition of the assets, and the basis used in allocating the 


Where the manner of accounting would require, show opposite the year installed, all retirements and reserve entries. 


Depreciation allowable for subsequent years is limited 
If cost remaining to be recovered is no greater than salvage 


After the complete information required by this schedule has once been filed, schedules for subsequent years may omit Columns 3-5 


and 6, and Column 2, except for current year additions. 


In the case of those corporations for which the asset and depreciation reserve accounts have been kept in a cumulative or composite 


manner (such as public utility companies) the information required will be limited to the data called for in Cols. 1, 2, 3, 5 
together with a separate statement giving the information called for in Col. 9.* 


rent year of the columns already submitted. 


i , 6, 11 and 14, 
Succeeding years’ schedules will be extensions for the cur- 


In every case, the figures indicated on this schedule must be reconciled with the taxpayer’s books. 





* Current year entries to be included in Cols. 3, 5, 6. 





graph 4170 (RA 714) to the extent of the heading, 
the footnote to Column 2, and the first five column 
headings, calling for, (1) Date acquired; (2) Orig- 
inal cost or other basis and subsequent additions; 
(3) Deductions for sales and other dispositions in 
prior years; (4) Adjusted cost, beginning of current 
year; (5) Depreciation allowed or allowable in prior 
years. Column 6 in the original schedule called for 
only those prior charges to depreciation reserve 
which were for sales and retirements, and a footnote 
called for a separate statement of other charges. 
Column 6 in the new schedule calls for the inclusion 
of all charges to reserve, with a separate explanation 
of those which are not for sales and retirements. 
Column 7, as in the original schedule, calls for the 
net depreciation reserve. Both Column 7 and Col- 
umn 4 in the new schedule call for data at “Begin- 
ning of year,” meaning the current year, while these 
columns in the original schedule called for the same 
data at “End of year.” - 
In the new official schedule, Column 8 is headed, 
“Balance remaining beginning of year; Col. 4 less 
Col. 7.” For example, assume that the taxpayer ex- 
pended $4000 in 1930 for motor trucks having an 
estimated average service life of 5 years. In the 
depreciation schedule for the Motor Trucks account 
for 1932, if the same trucks remained in use, the en- 
tries on the line for the year 1930, in Columns 4, 7, 
and 8, respectively, would be $4,000, $1,200, and 
$2,800. The essence of the entire schedule is re- 
vealed in the following footnote to Column 8: 


_ Show cost remaining to be recovered of assets remaining 
in use at beginning of year. Depreciation allowable for 


subsequent years is limited to amounts necessary to re- 
cover remaining cost during remaining serviceable life. 
If cost remaining to be recovered is no greater than sal- 
vage value, no further depreciation is allowable. 

In Column 9, the taxpayer is to enter the “Esti- 
mated remaining life,” computed from the beginning, 
not the end, of the current year. The important 
point to be observed here is that the Bureau expects 
an actual estimate to be made on the basis of facts 
known or ascertainable in the year for which the 
depreciation deduction is being computed, and with- 
out reference to any former estimate of the life of 
the same assets, nor to the amount of capital remain- 
ing to be recovered. For example, in the case of 
the motor trucks used for illustration above, the esti- 
mated remaining life at January 1, 1932, is not neces- 
sarily three and one-half years, although the trucks 
have then been in use for one and one-half years and 
their estimated life, when purchased, was five years. 
Possibly it has developed, during 1932, that the 
trucks are less sturdy than was expected, or that a 
new and much more efficient type has come into the 
market, and for one or both of these reasons that it 
will be impossible or unprofitable to use the trucks 
after December 31, 1933. Under these circumstances 
the “Estimated remaining life” at January 1, 1932, is 
two years. On the other hand, the facts known in 
1932 may justify the use of the three and one-half 
years contemplated by the original estimate, or may 
even warrant an estimate of four or five years. Asa 
practical matter, the estimated remaining life will be 
the number of years remaining out of the original 
estimate provided the estimate was reasonable when 
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made and nothing has happened in the intervening 
period to warrant a revision.” 


In Column 10 will be entered “Deductions for sales 
or other dispositions, current year,” and in Col- 
umn 11 the “Adjusted cost, end of current year; 
Col. 4 less Col. 10.” Eor example, continuing our 
illustration, if one of the trucks, costing $1000 in 
1930, had been sold midway in 1932, the entry in 
Column 10, on the line for 1930, would be $1,000, and 
in Column 11, $3,000. The headings of the last three 
columns are: (12) Depreciation claimed for current 
year; (13) Charges to depreciation reserve, current 
year (See note, Col. 6); and (14) Net depreciation 
reserve, end of current year. 

In order to minimize the degree of repetition 
which the annual filing of these schedules will re- 
quire, the Bureau has provided, in a footnote on the 
new form that “After the complete information has 
once been filed, schedule for subsequent years may 
omit columns 3, 4, and 5,” showing the summary of 
all previous deductions from capital account and ad- 
justments to reserve, and that Column 2 may be 
omitted except for the current year’s capital addi- 
tions. To many corporations, the most significant 
feature of the new schedule will be the following 
footnote: 


In the case of those corporations for which the asset and 
depreciation reserve accounts have been kept in cumulative 
or composite manner (such as public utility companies) the 
information — will be limited to the data called for 
in Cols. 1, 2, 3, 5, 6, 11, and 14, together with a separate 
statement giving the information called for in Col. 9.* 
Succeeding years’ schedules will be extensions for the cur- 
rent year of the columns already submitted. 

* Current year entries to be included in Cols. 3-5-6. 

This footnote on the revised schedule form re- 
flects the Bureau’s formal recognition of the fact that 
there are two distinct systems of depreciation ac- 
counting, and that either system may be acceptable, 
the Bureau’s approval depending upon whether the 
system adopted is applicable to the circumstances of 
the particular case, and is properly applied. Under 
the one system each year’s addition to capital for a 
given asset group is treated as if it were a separate 
account. For this purpose, all of the fourteen col- 
umns will be necessary where sales or retirements 
have occurred. Under the other system, each year’s 
capital addition for a given asset group is merged 
into one general cumulative account, to which a 
composite depreciation rate is applicable. The 
schedule originally issued with Mimeograph 4170 
(RA 714) was adapted to the latter method, and the 
obvious purpose of the footnote last above quoted 
is to convert the new schedule, for taxpayers who 
use an approved system of cumulative, composite 
accounting, to the original form. 

% But the mere fact that a depreciation rate has been used and 
accepted for several years is no indication of an admission by the Bureau 
that the estimate of life was reasonable when made. It is advisable to 
be prepared to meet the Bureau’s requirement of strict engineering proof 
of the estimate of serviceable life whether the old estimate is retained or 
a revision is made. In some instances a new engineering survey will 
show that increased depreciation deductions are justifiable, or that a loss 
has been sustained from some cause not contemplated under the deprecia- 
tion rates formerly in use. Where an approved system of cumulative 
or composite depreciation accounting is employed, the judgment of Bureau 
engineers will be governed in some degree by the ratio of the accrued 
reserve to the amount in the capital account. The critical ratio will vary 


with the nature of the industry and of the equipment. This is another 


matter warranting a competent engineering survey in each case. See 
also Note 22. 


June, 1934 





If the fourteen-column schedule is used, the sale, 
retirement, and reserve adjustment entries are in- 
cluded on the line for the year of installation of the 
assets to which the entry applies; but if the seven- 
column schedule is used, in a case in which cumula- 
tive, composite accounting is found acceptable, these 
entries are included on the line for the year in which 
the sale, retirement, or other disposition occurred, 
This is the meaning intended to be conv eyed by the 
footnote with respect to Columns 3-5-6-10-12-13. 


It would seem most unwise for taxpayers to as- 
sume that the seven columns added in the revised 
schedule form may be disregarded. The fact that 
the Bureau has taken the trouble to design and issue 
a revised form is good evidence that it believes the 
cases in which the cumulative, composite account- 
ing is acceptably employed are the exception rather 
than the rule. Before any taxpayer corporation re- 
lies upon this apparent sanction of a simpler form of 
depreciation schedule it should satisfy itself that its 
system of accounting is one of the types which the 

3ureau had in mind in providing for the exception. 

It may be said of the Bureau’s revised schedule, as 
well as of that which it supersedes, that absolute 
conformity will probably not be required in actual 
practice, but that substantial conformity will un- 
doubtedly be required to an unprecedented degree. 
It is a reasonably safe prediction that taxpayers who 
have hitherto submitted the data necessary for the 
proper entries in any or all of the columns of the 
official form will not be required again to compile 
and submit the same data, provided the data already 
on file are readily accessible and in such form that 
they can be easily reconciled with data hereafter 
furnished to complete the requirements. Never- 
theless, it is worth repeating that the taxpayer may 
find it decidedly advisable to assemble all of the 
information and to resubmit it in the officially ap- 
proved form. Many a taxpayer knows how burden- 
some and how costly it can be to attempt to furnish 
the minimum of required data, only to be called upon 
again and again for additional facts and figures. The 
preparation of the complete schedule may indeed 
prove less costly, and will almost certainly be more 
satisfactory, than an attempt, by piecemeal, to sup- 
ply the deficiencies in the data on file. Most tax- 
payers will find, in fact, that the compilation of the 
schedule for each class of assets is less forbidding 
than it appears, particularly if the work is done 
jointly by an engineer and an accountant both of 
whom thoroughly understand the Bureau’s require- 
ments. The schedule and instructions have been 
prepared to cover the most complex situations and 
the Bureau, as a matter of course, expects to receive 
much simpler schedules in cases presenting simpler 
circumstances. 

The matter of classification of assets need not pre- 
sent a serious problem to most taxpayers. ‘The 
Bureau will doubtless accept the taxpayer’s exist- 
ing classifications unless a single account contains 
assets which are only remotely related in use or 
which have widely different periods of expected 
serviceable life. An account grouping all of the ma- 
chine tools in a machine shop might be acceptable, 
for example, while an account in which these tools 
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were grouped with the building itself, or an account 
in which wooden buildings were grouped with con- 
crete and steel buildings, would not meet the re- 
quirements. It is more important that the grouping 
be on the basis of approximately the same average 
life than that the assets in a group be similar in kind 
or in use. Most corporations will find it decidedly 
profitable to have their assets physically surveyed 
by a competent engineer to insure having them 
erouped in accordance with their true expected serv- 
ice lives. 

Many taxpayers will question the fairness of the 
unequivocal statement that the taxpayer’s original 
cost or other basis must be reduced, for each past 
year, by the amount of depreciation that was allowed 
or by the amount that was allowable, whichever is 
greater. Suppose a taxpayer acquired, at the begin- 
ning of 1921, a group of similar assets having an 
expected average life of 20 years. Suppose that he 
deducted no depreciation for the first five years but 
deducted 10 per cent annually for the next five years. 
The accrued reserve on his books at January 1, 1931, 
is 50 per cent of the cost, which is what it would have 
been if he had used the proper rate of 5 per cent 
throughout the ten-year period, assuming no retire- 
ments, sales, nor replacements. Under the Bureau 
rule, however, the reserve will be 75 per cent of the 
cost, made up of the 5 per cent per year “allowable” 
for the first five years plus the amount allowed there- 
after, and the amount remaining to be recovered will 
be only 25 per cent of the original cost or other 
basis, allowable ratably over the estimated remain- 
ing life. 

The effect will seldom be as severe as in the ex- 
ample used for illustration, but it will doubtless seem 
severe enough in many actual situations, particularly 
in cases where no adequate provision for deprecia- 
tion was made during the early and unprofitable 
years of a corporation’s business life. Nevertheless 
the rule finds unquestionable support in the law.?® 
Section 113 (b) of the 1932 and 1934 Revenue Acts 
provides that the “adjusted basis” is the “basis” ad- 
justed “in respect of any period since February 28, 
1913, for exhaustion, wear and tear, obsolence, 
amortization, and depletion, to the extent allowed 
(but not less than the amount allowable) under this 
Act or prior income tax laws.” Section 114(a) of 
the same Acts provides that the basis for deprecia- 
tion shall be the “adjusted basis provided in Sec- 
tion 113(b).” In practice, there are certain means 
within the Bureau’s discretion by which the severity 
of the rule may be tempered to achieve a more nearly 
equitable result. In the case of very old assets, the 
use of the March 1, 1913, value in lieu of cost should 
eliminate any controversy over the amount of de- 
preciation which was deductible before that date. 
Where depreciation was deducted in certain years 
at rates lower than those used in other years, or 
lower than the rates which now seem reasonable, the 
Bureau will hesitate to assert that the rates were 
unreasonable in the light of facts known at the time, 
unless the rates used were obviously and unquestion- 
ably inadequate. It is only where no depreciation at 


16 





R e in addition to sections cited, Articles 201, 204, 605 and 611, 
eg. 77. 
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all was deducted, or where the deduction was merely 
nominal, or where there is good reason to believe 
that an inadequate deduction was taken negligently 
or in bad faith, that the Bureau is likely to utilize 
its power to substitute an accrual of depreciation at 
a more reasonable rate. 


One of the practices whose gradual elimination 
the Bureau avowedly seeks is the practice of writing 
off depreciation with respect to an asset at an ex- 
cessive rate until the cost is exhausted, and then 
carrying the asset as one which is fully depreciated 
though still in use. This practice finds no support 
in the law or regulations but has been tacitly accept- 
ed in many cases for years. There has been, within 
the Bureau, much informal adherence to the idea 
that it matters little when a taxpayer’s capital is re- 
turned, so long as no part of it is returned more 
than once. The new instructions make it clearer 
than ever before that the only proper method, as the 
Bureau sees it, is to spread the remaining depreci- 
able capital, no matter how small the fragment, uni- 
formly over the remaining life. If the asset has been 
depreciated for three years at twenty-five per cent 
annually, and if it appears that the asset will remain 
in use five more years and will then have a salvage 
value of 10 per cent, the Bureau will not, under its 
new policy, allow the remaining cost to be written 
off in the fourth year, leaving nothing to be recov- 
ered thereafter. On the contrary, the annual allow- 
ance will be only 3 per cent, and will cease when 
the unrecovered capital is no greater than the salv- 
age value. 

Perhaps the greatest source of confusion in the 
entire field of depreciation has been the matter of 
losses from retirement of assets. It has been com- 
mon practice, where an asset had been depreciated 
for seven years at a ten per cent rate, to write off 
the remaining 30 per cent as a “retirement loss.” 
The majority of such deductions are clearly not 
allowable under the Commissioner’s latest instruc- 
tions. In Mimeograph 4170 (RA 714) the principle 
is stated as follows: 


Where an account contains more than one item it will 
be presumed that the rate of depreciation is based upon the 
average lives of such assets. Losses claimed on the normal 
retirement of assets in such an account are not allowable, 
inasmuch as the use of an average rate contemplates the 
normal retirement of assets both before and after the 
average life has been reached and there is, therefore, no 
possibility of ascertaining any actual loss under such cir- 
cumstances until all assets contained in the account have 
been retired. In order to account properly for such re- 
tirements the entire cost of assets retired, adjusted for 
salvage, will be charged to the depreciation reserve ac- 
count, which will enable the full cost or other basis of the 
property to be recovered. 


The key idea in the rule thus stated is that a re- 
tirement loss is not allowable if the retirement took 
place from a cause or at a time which was contem- 
plated in the estimating of the average life of the 
group of assets. Consequently, the Bureau will 
allow a loss when, but only when, the retirement was 
from some cause which clearly could not have been 
taken into consideration when the rate of deprecia- 

(Continued on page 334) 


17 Where such a retirement loss was taken the entire cost was elimi- 
nated from capital account but the reserve was charged only with the 
70 per cent of cost specifically accrued as depreciation against this item. 

















































































































































































































































































































































































































































































































































































































































































O PROVISIONS of the successive Revenue 
Acts have been so provocative of thought as 
the reorganization sections.t Business reor- 
ganization is so complex—it takes such a multitude 
of forms—that any statute attempting to cover would 
necessarily be one of continuous interpretation and 
continuous flux. 

A considerable amount of such interpretation and 
flux has been in connection with what are commonly 
called “step reorganizations,’ which may be de- 
fined as reorganizations in which the result is not 
accomplished by one transaction. 

It is believed that an examination 
of the problems of this kind of re- 
organization is presently pertinent. 
Abolition by Congress of the right 
to file consolidated returns of all 
corporations other than railroads 
will result in many reorganizations, 
perhaps a majority of which, by 
necessity, will be accomplished by 
steps. 

There are three general problems 
which apply to step reorganizations 
to which this discussion is directed 
and which are reflected by the fol- 
lowing queries: 

First: Is a transaction which, in 
its completed form, satisfies all the 
requirements of the reorganization 
sections of the income tax law, but 
which is accomplished by a series of 
steps one or more of which are not 
within such sections, a transaction in 
which gain or loss is recognized? 

Second: Is a transaction which, 
in its completed form, does not 
come within the purview of the reorganization sec- 
tions but which is accomplished by a series of steps 
each of which is within such sections, a transaction 
in which gain or loss is recognized? 

Third: As a question closely allied with the fore- 
going: What is the effect, upon a reorganization 
otherwise free from recognition of gain or loss, of 
a closed transaction immediately preceding or fol- 
lowing such reorganization and contemplated as a 
part of the general plan of which the reorganization 
is a part? 

The problems above indicated have been ap- 
proached with the thought that out of the welter of 


* Of the Chicago Bar; Defrees, Buckingham, Jones & Hoffman. Ac- 
knowledgment is made for the aid and criticism of Brimson Grow, Esq., 


of Chicago. 
Subsections 112 (b) (2), (3), (4) and (5), (c) (d), (e), 





11934 Act: 
(g), hse and (i); Subsections 113 (a) (6), (7), (8) and (12); Subsection 


M052 Act: Subsections 112 (b) (2), (3), (4) and (5), (c), (d), (e), 
(s),, Ah sf) (j) and (k); Subsections 113 (a) (6), (7), (3) and £2): 
Subsections 112 (b) (2), (3), 4) and (S), ny (d), (e), 

(es) ria “i and (j); Subsections 113 (a) (6) 7), ¢ 9). 

1926 Act: Subsections 203 (b) (1), (2), (3) and (4 , wi a), (e), 
(f), JB) (h), and (i); Subsections 20 04 (2) (6) » (7), (8) and (9). 

924 Act: Subsections 203 (b) (1), (2 Ye (3) an ens. £95 (d), (e), 
(0, BUF (h) and (i); Subsections 204 (a) ¢ 6), (7), (8) d (9). 
1 Act: Subsections 202 (c) (2) and % and (d a 1). 

1918 Act: Subsection 202 (b). 

All references in the text, except where expressly noted, are to the 
Revenue Act of 1934. Where an asterisk appears with a cited decision 
s 4 Board of Tax Appeals, it indicates case was reviewed by the 

oarad, 
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Step Reorganizations 


By METELLus THOMSON, JR.* 


decisions a well-defined pathway could be traced 
which would be of considerable help to the prac- 
titioner. That this result has not been achieved is 
admitted, but it is believed that this article will serve 
a purpose in at least marking trails that lead to 
serious tax results. This is stated with full apprecia- 
tion of the triteness in a legal article of an apology 
for not attaining the unattainable goal of exactness, 

In a measure, the long-fought conflict for control 
between form and substance is at the basis of these 
queries. Questions revolving around them prevail 
between the ultimate intention or 
the actual accomplishment may be 
considered akin. But it is believed 
that the distinctions developed by 
the cases are nicer and finer than 
the mere choosing between form 
and substance or between intent 
and act as a controlling factor. 

Though not strictly reorganiza- 
tions, transactions covered by Sub- 
section 112 (b) (5) and its progeni- 
tors are so considered in this 
discussion. The basis resulting 
from reorganization treated in Sec- 
tion 113 is necessarily part of the 
subject. 

The distinction between the First 
Query and the Third Query as re- 
spects many of the cases is some- 
what shadowy. ‘In the grouping of 
cases which might be discussed 
under either query, attempt has 
been made to limit the Third Query 
to cases where the closed step was 
never intended to be a continuing 
step. 


The First Query 


T IS convenient for analysis to divide the cases 

falling within the first query into five groups 
although there is indeed considerable overlapping. 

A. In the first group are cases where it is im- 
possible to conform exactly to the reorganization 
sections, either because of governmental laws or 
regulations or for other reasons. 

B. The second group involves the receiving and 
paying of an equal sum of money as a step in the 
reorganization, including cases where actual money 
passes and cases where checks are passed or en- 
dorsed over. 

C. For the third group are selected cases wherein 
takes place a complete liquidation of the assets of 
one of the parties to the reorganization. 

D. Cases involving dividend distributions other 
than liquidating dividends constitute the fourth 
group. 

E. In the fifth group are cases where one of the 
steps is, for miscellaneous reasons difficult to classify, 
in nonconformity with the reorganization statutes. 
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(A) Legal or Factual Inhibitions: 


The most striking of the first class are certain of 
the bank reorganization cases. 


If two or more national banks wish to combine, 
the consolidation statutes of the National Banking 
Act offer an easy solution which is within the income 
tax reorganization sections.? So also, if it is desired 
to consolidate state banks with national banks and 
in most states if it is desired to consolidate two or 
more state banks. But it is doubtful if there is any 
way to consolidate a national bank with a state bank. 

In most, if not all, states, banks can issue stock 
only for cash. 

Without the ability to consolidate or to transfer 
assets for stock, the reorganization of a national bank 
with a state bank where the continuing institution 
is to be a state bank is probably a technical impossi- 
bility under the reorganization sections.’ 

While not involving the merger of a national bank 
with a state bank, the same problem was met in the 
merger of a Virginia bank doing business in the 
District of Columbia with a District of Columbia 
bank where there was no statute permitting such 
consolidation. Appeals of Saul, et al., 4 B.T.A. 639, 
involve the merger of the Home Savings Bank with 
the American Security and Trust Company. The 
bank transferred all its assets to the trust company 
which assumed all the liabilities of the bank. The 
trust company delivered its check to trustees for the 
stockholders of the bank in the sum of $400,000. 

}y the terms of the merger, the stockholders, for 
their interests, were entitled to subscribe to 4 shares 
of trust company stock for each share of bank stock 
held by them. Accordingly, the trustees for the 
stockholders of the bank used this $400,000 in pay- 
ment of 4,000 shares of stock of the trust company 
which they delivered to the stockholders of the bank 
in the ratio of 4 shares of trust company stock for 
one share of bank stock previously held. The trust 
company stock was worth considerably more than 
the purchase price. 

The Commissioner viewed this transaction as sim- 
ply an exchange of stock for stock in a reorganiza- 
tion, the par value of the stock received being greater 
than the par value of the stock exchanged. He 
assessed a tax under the provisions of the 1918 Act. 
His counsel argued, “It is apparent that without the 
circumstances of the banking laws, the contract 
would have been shortened by the omission of the 
part relating to the payment of money.” 

sut petitioners and the Board agreed that a sale 
had taken place and that the essentials under the barik- 
ing statute which had been complied with should not be 
ignored. They differed in that the petitioners had 
not returned as gain the value of the rights to pur- 

*J. T. Owens v. Commissioner, 27 B. T. A. 469 (NA. XITI-1 C. B. 20), 
affirmed by C. C. A. 5th Circuit, 69 Fed. (2d) 597; I. T. 1850, II-2 
- B. 8. The following cases are under the_1918 Act: Anges of R. D. 
Musser, 2 B. T. A. 1031; Appeals of A. J. Siegel, et al., 4 B. T. A. 186; 
U. S. v. Siegel, (C. C. A. 8th Circuit), 52 Fed. (2d) 63, rev. Dist. Ct., 
cert. den., 284 U. S. 679; S. R. 1449, III-2 C. B. 28; Sol. Op. 115, 
5 C. B. 47; O. D. 418, 2 C. B. 33; see also Estate of William L. Curry, 
et al., v. Commissioner, 17 B. T. A. 282 (A. IX-1 C. B. 13),* where the 
transaction occurred in 1913; and Cullen F. Thomas, et al. v. Commis- 
Stoner, 14 B. T. A. 1341, where a statutory consolidation was not effected. 

3’ See State Bank of Bloomington v. Commissioner, 11 B. T. A. 66*. 
_' The same transaction is involved in James F. Shea, et al. v. Commis- 
sioner, 11 B, T. A. 557*; aff. by D. C. App., 36 Fed. (2d) 546. The 


decision in the Shea case was the same as in the Saul case. See also 
Central National Bank of Lincoln, Nebraska, v. Commissioner, 29 B.T.A. 
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chase the shares of stock-of the trust company.® As 
so often happens, the redetermination of tax as 
ordered by the Board resulted in a considerably 


larger tax than originally assessed by the Com- 
missioner. 


Another line of cases illustrating the difficulties 
inherent in reconciling the reorganization sections 
and the bank laws are those involving the organiza- 
tion of affiliated companies. Owing to the banking 
laws, banks are not ordinarily permitted to transfer 
property to an affiliate for its stock so that the plan 
usually adopted is to declare a dividend to stock- 
holders and, by prearrangement, use the dividend 
(or so much thereof in respect of which consents are 
secured) in payment of the capital stock of the new 
securities company or other affiliated company. The 
leading case on this kind of transaction is Lonsdale 
v. Commussioner, (C.C.A. 8th Circuit), 32 Fed. (2d) 
537,° in which the dividend distributed was held tax- 
able as a dividend. 


It is not only the banking laws that interfere with 
the smooth operation of the reorganization sections. 
A circuitous deal, evidently designed to conform to in- 
surance laws, was involved in Minnie C. Brackett, Ad- 
ministratrix, et al. v. Commissioner, 19 B.T.A. 1154,* 7 
where $50,000 was passed back and forth in a trans- 
action which, reduced to its essence, constituted the 
acquisition by a new corporation of the assets of 
two businesses for stock of the new corporation. 
After borrowing it from a bank, the promoters first 
gave the new corporation a check for $50,000 for 
$50,000 par value of stock. The new corporation 
used this $50,000 in the purchase of the assets from 
the promoters. The $50,000 was then returned to 
the new corporation in payment of another $50,000 
par value of its stock and continued on its devious 
way back to the promoters in the form of a dividend. 
$50,000 was used to purchase $100,000 par value of 
stock. This was before the days of monetary infla- 


5 See note 15. 
6 Originated in Board, 11 B. T. A. 659*; cert. den., 50 S. Ct. 30. 


The facts of this case were as follows: It was desired by the directors 
of the National Bank of Commerce of St. Louis to organize a trust com- 
pany to engage principally in the securities business. Under the banking 
laws involved, it would seem that a direct conveyance by the National 
Bank of Commerce of its assets to a trust company for its stock would 
be illegal. It was necessary, therefore, to get the cash out of the National 
Bank of Commerce by a dividend in order to pass it to the new trust 
company. The mechanism arranged for was what was known as the 
“Chicago plan.” Under this plan a 10 per cent cash dividend was 
declared after a letter had gone to the stockholders requesting the stock- 
holders to agree that the dividend would be turned over to the trust 
company and after 80 per cent of the stockholders had executed such 
agreement. This 80 per cent of the cash dividend was turned over to 
the new trust company as its initial capital. The stock of the new trust 
—o was then placed in trust for the benefit of the stockholders of 
the bank. 

The Commissioner contended that while Lonsdale did not actually 
receive the 10 per cent cash dividend, the transaction amounted to the 
receipt by him of a dividend and the payment over by him to the trust 
company of this amount and the Commissioner was supported by both 
the Board of Tax Appeals and the Circuit Court of Appeals for the 
Eighth Circuit. It was the thought of the Circuit Court of Appeals that 
the reorganization sections presume the transfer of assets by the corpo- 
ration itself and do not include the application of dividends, which, when 
declared, are the property of the stockholders, and that to assume that 
what happened was a transfer of assets by the National Bank of Com- 
merce to the new trust company was assuming what Lonsdale conceded 
in his petition was not within the power of the bank to do. The court 
went on further in its reasoning. No theory of reorganization which 
involves necessarily such a palpable evasion of law can be indulged to 
— thus indirectly what the bank was not permitted to do 

irectly. 

The Lonsdale case was followed in Mrs. Frank Andrews v. Commis- 
sioner, 26 B. T. A. 642*, where the petitioner attempted to distinguish 
the Lonsdale case on the ground that there unanimous consent to apply 
the dividend was not required, while it was required in the Andrews 
case. To the same effect Walter Hopkins v. Commissioner, 27 B. T. A. 
1331 (on appeal)*; I. T. 2301, V-2 C. B. 9; I. T. 1336, I-1 C. B. 12. 


7 Affirmed by C.C,A., 7th Circuit, 57 Fed. (2d) 1072 and 1083. 
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tion. Why the dividend did not reduce the capital 
is not disclosed by the opinion. Probably there was 
a revaluation of the assets acquired. 

The deficiency was assessed on the basis of a sale 
of assets.* The Board rather resented the fact that 
the theory of the transaction presented by the peti- 
tioner to the Board and the Commissioner of 
Internal Revenue was repugnant to the theory pre- 
sented to the Insurance Commissioner. 

We can conclude from the foregoing cases that 
where counsel in formulating his plan of reorganiza- 
tion is confronted with substantive ® laws necessary 
to be complied with, but which make it impossible 
to conform exactly to the reorganization sections, he 
is in a difficult position. 

Discussion of one additional case will serve to 
further substantiate this conclusion, more surely 
perhaps because this particular transaction was held 
to constitute a tax-free reorganization. 

In Gladys Bilicke, et al. v. Commissioner, 20 B.T.A. 
784,* '° certain beneficiaries of an estate in California 
were minors. It was decided to make a ninety-nine 
year lease of some of the property of the estate. Un- 
der California laws, a guardian of a minor was not 
permitted to make so long a lease. To evade this 
statute, it was proposed that the assets of the estate 
be conveyed to a corporation in consideration for 
stock of such corporation. The corporation was 
then to make the lease. The attorneys in formulat- 
ing the plan found another California law in the 
way. The minors’ property could only be sold for 
cash. 

Permission from the Superior Court of Los Angeles 
County was secured for the sale of the minors’ in- 
terest for cash. The corporation procured a permit 
from the Commissioner of Corporations to issue its 
stock for cash. Then despite the order and permit, 
all the assets of the estate were transferred to the 
corporation for stock. 

Five years later, evidently after the tax complica- 
tion arose, an amended order was secured from the 
Commissioner of Corporations showing the true na- 
ture of the transaction. 

There was no fraud in the transaction, as the 
Board specifically found that although the order of 
the court was technically violated, the court was 
not misled and that it appeared at the hearing that 
the real consideration was stock and not cash. 

It was held that this case fell within the reorgani- 
zation sections. This seems a correct conclusion. 
It was no concern of the Board that the California 
law was technically violated. It would be difficult 
to justify a tax levied on the basis of what should 
have been done rather than on what was done. 

This first line of cases seems to indicate without 
qualification that where governmental laws or regu- 
lations are such that one or more of the steps must 
not, in order to conform to such laws or regulations, 


§ Certain of the promoters not parties to the case had paid a tax on 
the dividend, which may be a fair alternative theory. 


® The distinction made between substantive law and income tax law 
is one of convenience. 


% Appeal to C. C. A. 9th Circuit dismissed on Commissioner’s motion, 
without prejudice, Sol. Gen. failing to approve appeal. 51 Fed. (2d) 
1075. (NA. X-1 C. B, 74.) , 
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be in conformity with the reorganization sections, 
then the Board will hold that a reorganization under 
the tax laws ™ has not been effected.1?_ The exception 
is where the laws are flouted and the transaction 
is actually handled contrary to the substantive law. 
There would seem to be no distinction between a case 
where conformity with the reorganization sections 
is impeded by the statute and a case where the fac- 
tual situation does not permit of conformity. How- 
ever, the Board seems to have made such a distinction 
in cases where foreclosure and purchase at foreclo- 
sure sale are necessary steps in the reorganization. 
Though purchase at foreclosure sale is ordinarily 
deemed a closed transaction, the Board has con- 
sistently ignored the sale in reorganizations where 
the other tax reorganization factors were present. 


In the reorganization plans involved in First Na- 
tional Bank of Champlain, N. Y. v. Commissioner, 21 
B.T.A. 415,* and C. H. Mead.Coal Company v. Com- 
missioner, 28 B.T.A. 599,14 * as part of the plan of 
reorganization, it was necessary to foreclose the 
properties. In the Mead case, $491,000 was paid by 
the acquiring company for the property of the trans- 
feror corporation at foreclosure sale. It was held in 
these cases that the transaction was within the reor- 
ganization sections and that the foreclosure was a 
mere incident in the reorganization.” 


Surely, the necessity to foreclose in order to effec- 
tuate the reorganization is a factor that cannot be 
dodged in reorganizations where holders of a suff- 
cient amount of stock to authorize a valid convey- 
ance are not participants. 


It may be logical to hold that where the taxpayer 
is bound by a substantive statute and conforms to 
such statute and this conformity necessarily takes 
him outside of the reorganization statute, there is 
no tax reorganization. However, there seems no 
real distinction between such a situation and situa- 
tions where the requirements of the reorganization 
sections cannot be met in all respects for other rea- 


This term and the term “tax reorganization’ are used in this 
discussion to mean a transaction in which gain or loss is not reco gnized 
under Section 112 of the Revenue Act or in which the transferor’s basis 


carries over under the provisions of Section 113 dealing with reorgan- 
izations. 

12. Cf. Harry C. Howard v. Commissioner, 56 Fed. (2d) 781, aff. 20 
B. T. A. 207 (cert. den., 53 S. Ct. 19), where in order to technically 
comply with the corporate law, a note and option to purchase stock 
and pay for the same with the note were given for assets. The option 
was exercised. The court held it was an exchange of assets for stock. 

18 Article 353, Regulations 77. 

14Qn appeal C. C. A. 4th Circuit. : : 

3 See also DeBlois et al. v. Commissioner (C. C. A. 1st Circuit), 36 
Fed. (2d) 11, aff'g. 12 B. T. A. 1138; I. T. 2071, III-2 C. B. 34, Inter- 
vention of bankruptcy sale should break the reorganization. Luttrell, 
et al. v. U. S. (C. C. A. 6th Circuit), 41 Fed. (2d) 517, aff’g. Dist. (t. 
34 Fed. (2d) 563 involving such a situation occurring in 1915 so indi- 
cates. The DeBlois case is also authority that stocks and securities are 
distributed in connection with a reorganization even though the recipient 
pays cash along with delivery of his old stock. See The Securities Com- 
pany, et al. v. Commissioner, 25 B. T. A. 446,* where exchange of stock 
and cash for stock and bonds was not a reorganization exchange, and 
A. W. Leonard, et al. v. Commissioner, 21 B. T. A. 549, where the 
receipt of stock rights was not taxed. In the Champlain case, stock 
warrants were delivered in connection with the reorganization and were 
evidently considered other property. See also Appeals of Saul et al. 
4 B. T. A. 639, James F. Shea et al. v. Commissioner, 11 B. T. A. 557; 
aff. by D. C. Appeals, 36 Fed. (2d) 546. But see Edgar J. Hesslein v. 
Commissioner, 21 B. T. A. 61,* aff. 53 Fed. (2d) 1081 where stock rights 
were held to be securities. 

The Champlain case has two other interesting elements that should be 
mentioned. (1) Only bondholders participated in the reorganization, 
the stockholders being washed out the foreclosure sale. (2) The 
assets were conveyed to a subsidiary and the stock was issued by a 
holding company. However, the holding company acquired the stock of 
the subsidiary in the reorganization. For cases where the subsidi: ary’s 
stock was not acquired in the reorganization, see Tulsa Oxygen Co. Uv. 
Commissioner, 18 B. T. A. 1283 (A. IX-2 C. B. 60). Cf. T. W. 
Henritze, et al. v. Commissioner, 28 B. T. A. 1173 (NA. XIII-2-6589) 
where the holding company stock was issued in a second step. 





se 


an 





a 
21 
H1- 
of 
he 


by 


fer 
to 
ceS 
1S 
no 
la- 
on 
Ca- 


this 
ized 
asis 


yall- 


, 20 
ally 
tock 
tion 
ock. 


, 36 
iter- 
rell, 
Ct. 
indi- 
, are 
ient 
“om- 
tock 
and 
the 
tock 
were 
al., 
557, 
nv 
ghts 


d be 
tion, 
‘The 
- the 
‘k of 
ary’s 





June, 1934 






























































sons, not statutory, but just as impeding. Neverthe- 
less, the distinction made by the cases seems so clear 
that it must be recognized. 


(B) Money and Check Transactions: 


Occasions often arise in reorganizations where, 
while not impossible, it is inconvenient or not ex- 
pedient to make direct transfers of assets for stock. 
Often in such situations, transfers of cash are made 
back and forth. Clearly, if the form of such trans- 
action is to govern, a tax reorganization cannot thus 
be accomplished. From a substantive point of view, 
where the cash passes back and forth in equal 
amounts, it is not present in the transaction at all. 

The decisions of the Board have not been clear as 
to whether the money transaction should be given 
effect. The leading cases in which such effect is 
given are Ralph J. Chandler Ship Building Company v. 
Commissioner, 22 B.T.A. 5° William H. Mullins v. 
Commussioner, 14 B.T.A. 426,* 1" J. Hampton Hoult, 
et al. v. Commissioner, 24 B.T.A. 79,8 James E. Wells 
v. Commissioner, 29 B.T.A. 222.* 19 

In the Wells and Hoult cases, stock was trans- 
ferred to a new corporation, the transferors receiv- 
ing the stock of the new corporation in what would 
clearly be a tax reorganization, except that in each 
case the transaction was effected by two steps: 
the purchase by stockholders of the old corporation 
of stock of the new corporation for cash; and the 
purchase by the new corporation of the stock of the 
old corporation for substantially an equivalent 
amount of cash. In the Hoult case, the reorganization 
contract provided for both the sale and purchase of 
stock and in the Wells case, the sales and purchases 
were part of the general plan. In the Wells case there 
was a differential between the sales price and the 
purchase price so that on petitioner’s transaction in- 
volving 100 shares he paid an additional cash amount 
of $12.50. 

In the Chandler case, a partnership organized a 
new corporation and purchased its stock for 
$1,000,000. The new corporation then purchased as- 
sets from the partnership and two of the partners. 

In all these cases, the payments were given effect 
and it was held that there was no reorganization. 

In the Mullins case, the W. H. Mullins Company 
sold its assets to the Mullins Body Corporation, a 
corporation newly formed. The stockholders of 
W. H. Mullins Company purchased stock of the new 
company. A dividend was declared by the old cor- 
poration out of the cash received from the sale of 
its assets. A substantial part of this dividend was 
used by the stockholders to repay a loan secured-for 
the purpose of purchasing the stock in the new cor- 
poration. The petitioner treated for income tax pur- 
poses the cash received from the old corporation as 
a dividend. The Commissioner attempted to treat 
it as cash consideration received in a reorganization. 
The Board held with the petitioner. 

Three cases may be cited as indicating that the 
Board will on occasions reach a conclusion contrary 





* NA. X-2 C. B. 83. In this case, transfer of assets for stock would 
have involved delay as it would have required the permit of the Com- 
missioner of Corporations of California after his appraisement of the 
assets. 

A. Vliet CB; 32: 

(2a) Pee C. A., 6th Circuit, dismissed on motion of petitioner, 59 Fed. 
<( Jo. 

YN. A. XITI-3-6599, 
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to that indicated by the Chandler and other cases 
above summarized. These are Sylvester W. Labrot, 
et al v. Commissioner, 18 B.T.A. 332; ?° George G. 
Moore v. Commissioner, 19 B.T.A. 364;* and Ralph 
L. Evans, 8 B.T.A. 543.* 


In the Labrot case, a partnership organized a cor- 
poration, purchased its capital stock, and transferred 
to it some farm land for cash. The purpose of the 
transaction was to take a loss. It was held by the 


Board to be a reorganization under Subsection 202 
(c) (3) of the 1921 Act. 


The Board in the Wells case expressly distin- 
guished the Labrot case on the ground that Subsec- 
tion 202 (c) (3) of the 1921 Act in effect at the time 
of the transaction in the Labrot case did not require 
the exchange to be wholly for stock and securities. 
However, there seems to be no great distinction be- 
tween the two cases.”? 


In the Moore case, the petitioner agreed to sell 
certain property to a-corporation which he controlled 
for stock and to sell to it a certain lease for cash. 
At the same time, certain bankers agreed to under- 
write a bond issue of the corporation for a like 
amount of cash. At the time the transaction was 
carried out, Moore conveyed the assets to the corpo- 
ration, gave it a receipt for $125,000 and received 
the stock of the corporation. The bankers actually 
retained the $125,000 out of the proceeds of the first 
mortgage bonds and petitioner never at any time saw 
the money. On these facts, the Board ignored the 
$125,000. 


This case can be distinguished from the cases deny- 
ing reorganization on the ground that the $125,000 
never was paid but was a mere paper transaction. 


The Evans case is another case where the recipient 
of the money was not intended to keep it. The 
result of the transaction in this case was that Evans 
transferred a secret process to a new corporation for 
all its stock and the corporation purchased certain 
assets of another corporation for $75,000. The form 
of the transaction was that the vendor corporation 
transferred all its assets to the new corporation for 
its stock. The new corporation then purchased from 
Evans for $75,000 his secret process and Evans used 
the $75,000 to purchase the stock of the new cor- 
poration from the vendor of the assets. Clearly, the 
Board in holding that this was a reorganization, re- 
fused to give effect to definite transactions which, 
under the theories of the Chandler and companion 
cases, should not have been ignored.”” 


2 Aff. Ct. App. D. C., 57 Fed. (2d) 413. See also William H. Mullins 
v. Commissioner, 14 B. T. A. 426* (A. VIIT-1 C. B. 32). ee 

21 In the Wells case, the Commissioner asserted that the reorganization 
was especially for the purpose of taking losses, though the facts set forth 
in the opinion do not necessarily so indicate. In the Labrot case, the 
transaction was obviously nothing other than a tax avoidance scheme. 

22 The actual steps were: (1) The vendor corporation conveyed its 
assets to a new corporatioh for its stock. (2) The new corporation 
borrowed $75,000 from a finance company represented by a certified 
check payable to new corporation; (3) New corporation endorsed check 
to petitioner in payment of his secret process. (4) Petitioner purchased 
from the vendor corporation all the stock of new corporation and paid 
for the same by endorsing and delivering the same check over to the 
vendor corporation. One factor that affected this decision was the fact 
that only one check was used and it was not intended that the petitioner 
retain the check for more than time sufficient to endorse it. The peti- 
tioner merely endorsed the new corporaticn’s check to him and turned 
it over for the stock of the new corporation. Another factor was that 
this complicated method was required by the vendor. Miller, Hendricks 
& Everett in their work Reorganizations and Other Exchanges in Income 
Taxation, page 92, state in respect of this case: ‘This decision reaches 
a common sense result, but it would be best not to rely on it in prospec- 
tive cases,” 
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It would seem clear that only in exceptional cases 
will the Board ignore transactions where cash actu- 
ally passes and that the tax practitioner can almost 
be assured that these transactions will be treated as 
productive of recognition of gain or loss. If the 
money passes as a paper transaction only, then there 
is a real doubt as to the effect that will be given. 
Also uncertain should be cases where checks are 
kited or endorsed over in the transaction, the cases 
indicating that the checks will be ignored if the 
payees never get control of the checks. In all these 
cases, the reorganization is proceeding on treacher- 
ous ground if there be profit involved.” 


(C) Liquidation Cases: 


A surprising number of reorganizations have in- 
volved therein as a step the liquidation of the assets 
of one of the corporations after acquisition of all of 
its stock by another corporation. It is more surpris- 
ing that the effect of the transaction is still in doubt. 


Customarily, liquidation, considered apart from 
the reorganization sections, is deemed a taxable 
transaction. 


The liquidations here considered are not the liqui- 
dations within an affiliated group filing consolidated 
returns which prior to the Revenue Act of 1934 
would be exempt under the regulations pertaining 
to consolidated returns.” 


Careful distinction should perhaps be made be- 
tween cases arising under what is now Section 112 
of the statute and Section 113 of the statute. The 
latter section, dealing with the basis only, requires 
only that assets be acquired “in connection with a 
reorganization.” The question whether gain or loss 
should be recognized involves different factors. 


%In William John McCabe et al. v. Commissioner, 29 B. T. A. 
1096*, the plan provided for the transfer to a new Dominion corporation 
of all the stock of two Dominion corporations and one Manitoba corpo- 
cation. A check to the order of each stockholder of the old corporations 
drawn on funds of the new corporation was sent to the stockholder 
unsigned. This endorsement was stamped on the check: “Pay to the 
order of the Royal Bank of Canada for deposit only.” The stockholder 
signed the endorsement, drew his check for an equivalent amount (with 
adjustment to avoid fractional shares) on the same bank and sent the 
new corporation’s check and his own check to the bank. The check 
of the new corporation was signed by the officers of the new corporation 
after it had left the stockholder’s hands. The two checks were then 
washed against each other and common stock, preferred stock, and 
bonds of the new corporation were issued to the stockholders of the old 
corporations. The Board held that the checks were used in the nature 
of tokens or counters, to be disregarded as not one of the essentials of 
the reorganization. The result accords with common sense. Whether 
or not some legal or factual impediment molded the form of this transac- 
tion does not appear in the opinion. See also Kendrick Coal & Dock Co. 
v. Commissioner, 29 Fed. (2d) 559, rev. 6 B. T. A. 1092, and Appeal 
of Edward A. Langenbach, 2 B. T. A. 777. (A. V-1 C. B. 3.) The 
facts in the Langenbach case occurred before the enactment of the first 
reorganization statute, but it is applicable to the discussion. In George 
Hyman v. Guy T. Helvering, reported in 343 CCH Paragraph 9280, the 
Court of Appeals for the District of Columbia affirmed the Board of 
Tax Appeals (28 B. T. A. 1231). The George Hyman Construction 
Company delivered to petitioner its check for $195,000 in cancellation 
of all but $5,000 of the stock of the Construction Company. At the 
time of such payment, the Construction Company had a surplus of over 
$100,000. Petitioner delivered this check to a new corporation for its 
stock. The new corporation then bought from the Construction Com- 
pany certain of its assets, paying therefor*the same amount, $195,000. 
The case was discussed entirely on the point whether the provisions of 
Subsection 115 (g) of the Revenue Act of 1928 applied. It was held 
that it did and that the distribution was taxable as a dividend to the 
extent that it represented earnings or profits of the Construction Com- 
pany accumulated after February 28, 1913. The question whether the 
transaction was within Subsection 112(g) of the Revenue Act of 1928 
. oe discussed in either the opinion of the Court of Appeals or the 

oard. 

*% See Section 115 of the Revenue Act of 1934. 

* See Charles Ilfeld Co. v. B. C. Hernandez, 78 S. C. Law Ed. 739 
(aff’'g. C. C. A. 10th Circuit, 66 Fed. (2d) 236, 67 Fed. (2d) 236), decided 
by the U. S. Sup. Ct., April 2, 1934. This case resolves the doubt as to 
the tax exempt status of liquidation within an affiliated group, at least 
as to 1929 and subsequent years. Under the Revenue Act of 1934, only 
railroads are permitted to file consolidated returns. 
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In Article 1574 of Regulations 65 and 69, Exam- 
ple 1 of a reorganization is “dissolution of Corpo- 
ration B and the sale of its assets to Corporation A.” 
This example was discontinued in later regulations, 
It would seem that the elimination of this example 
indicates that the Commissioner has abandoned his 
position that a mere liquidation of the assets of one 
corporation to another corporation is a reorganiza- 
tion.”® Moreover, it is apparent that such a liquida- 
tion standing alone is not a reorganization. It is a 
much more complex question whether a liquidation 
as a step in a general plan of reorganization results 
in recognition of gain or loss. 


Three cases seem to indicate that it is the view of 
the Board that a liquidation in a reorganization is 
a step in which gain or loss is not recognized. They 
are Mente & Company, Inc. v. Commissioner, 24 
B.T.A. 401;* Flushing Nurseries Company, Inc. vw. 
Commissioner, 25 B.T.A. 938; and San Joaquin Fruit 
& Investment Co. v. Commissioner, 28 B.T.A. 395.* 
In these cases, the transferee corporations acquired 
all of the stock of other corporations and then liqui- 
dated the assets of the other corporations. In all 
these cases which involved only the question of cost 
basis, it was indicated that the liquidation was part 
of the reorganization and did not affect the continu- 
ing nature thereof. 


Perhaps the true explanation of these cases is that 
given in Piedmont Financial Company, Inc. v. Com- 
missioner, 26 B.T.A. 1221,* where Arundell ex- 
pressly stated that under the wording of Subsec- 
tion 204 (a) (7) of the Revenue Act of 1926,?* it was 
not essential that property be acquired in a tax 
reorganization but that it was only necessary that 
the property be acquired in connection with a tax 
reorganization.”® 


There may be another distinction between Sec- 
tion 112 and Section 113 in respect of liquidations 
in reorganizations. Even if it should be admitted 
that a liquidation is a reorganization, it does not 
necessarily follow that the transferee corporation 
receives the assets in liquidation without recognition 
of gain or loss under Section 112. There is no pro- 
vision in Section 112 providing that the receipt of all 
assets of a corporation in cancellation of its stock 
is a continuing transaction. Without the benefit of 
Section 112, the liquidation is clearly taxable. The 
section being an exemption statute operates only in 
cases falling surely within its provisions. 

It is on the broader ground that the liquidation 
is only an incident to a reorganization plan that the 


7In order to apply the transferor’s basis, the Commissioner has 
unsuccessfully attempted to treat a liquidation without more as a 
reorganization. Prairie Oil & Gas Co. v. Motter (C. C. A. 10th Circuit), 
66 Fed. (2d) 309, reversing the District Court, 1 Fed. Supp. 464; Simms 
Petroleum Co., 28 B. T. A. 1107* (A. XII-16-6753). Warner Company 
v. Commissioner, 26 B. T. A. 1225* (NA. XII-1 C. B. 24). It would 
seem that the liquidation in the Warner case might have been held to 
have been in connection with a reorganization except for lapse of time 
between the steps. 

27 On appeal C. C. A. 9th Circuit. ; 

% This subsection as later amended is now Subsection 113 (a) (7) ol 
the Revenue Act of 1934. 

2 See The Evans Products Company v. Commissioner, 29 B. T. A. 992". 
It is not wholly clear that property acquired upon liquidation in a reor- 
ganization plan is acquired “in connection with a reorganization” if such 
liquidation is itself a closed transaction. A fair construction and one 
that undoubtedly was intended by Congress is that the property would 
take the old basis only if its acquisition was in a continuing transaction. 
It would indeed be inequitable to levy a tax upon the transferee corpo- 
ration upon liquidation of a subsidiary and then require it to take the 
basis of the assets in the hands of the transferor corporation. The result 
would be double taxation. 
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liquidation can be deemed to be continuing. From 
this standpoint, viewing the transaction as a whole, 
liquidation in connection with other steps in a reor- 
ganization should not give rise to recognition of gain 
or loss. 


The requirements of the reorganization statutes 
seem fully satisfied, the corporation which is liqui- 
dated is a party to the reorganization because all its 
assets were acquired by the transferee, the trans- 
feree is a party to the reorganization because it ac- 
quires all the assets of the liquidating corporation.*° 


Suppose that the liquidation is made by the liqui- 
dating corporation to its old stockholders instead of 
to a corporation acquiring its stock from such stock- 
holders and this step is followed by the transfer of such 
assets to the transferee corporation in consideration 
of proportionate distribution of the stock of the 
transferee corporation to such stockholders, they be- 
ing in control of the new corporation immediately 
thereafter. Or suppose they are not in control. 
Would either such transaction be treated in the same 
manner? It seems doubtful, although there is no 
distinction in the result and little distinction in the 
method between this type of liquidation and the type 
discussed above. It is evident that liquidation of any 
kind should be avoided where possible.** 


(D) Dividend Distributions: 


It would seem safe to state that where pursuant 
to the reorganization plan an ordinary dividend is 
paid and is not retained by the stockholders but used 
in the reorganization, the dividend will nevertheless 
be taxed. Lonsdale v. Commissioner, (C.C.A. 8th Cir- 
cuit), 32 Fed. (2d) 537, discussed under the caption 
“Legal and Factual Inhibitions” and cases cited un- 
der Note 6 are authorities. In these cases, the divi- 
dend was turned over to the new corporation in 
payment of its stock.*? 


A peculiar case is Appeal of Charles Owen, 3 
B.T.A. 905. The assets of two companies were trans- 
ferred to a new corporation in exchange for stock of 
the new corporation which was distributed to the 
stockholders of the old corporations. One of the 
transferor corporations owned several shares of stock 
in the other of the transferor corporations. Instead 





9 In G. C. M. 7472, IX-1 C. B. 184, transfer of assets in reorganization 
to a corporation which owned 60 per cent of the stock of the transferor 
was held taxable as a liquidation dividend to the transferee in respect of 
60 per cent of the assets delivered, although it was further held that the 
transferee took the same basis as the transferor as to these assets. This 
ruling is in accordance with the original decision in Winston Brothers 
Company v. Commissioner, 28 B. T. A. 1248, but is contrary to the 
decision in this case upon review by the Board, 29 B. T. A. 905*. In 
G. C. M. 2579, VII-1 C. B. 198, a ruling as to the effect of a liquidation 
in a reorganization was avoided. See Dolomite, Incorporated v. Com- 
missioner, 28 B. T. A. 1271, where the liquidation was not necessarily 
part of the plan and where the real basis of the decision was on another 
ground. See also A. T. Evans, et al. v. Commissioner, 30 B. T. A. 115. 
_See discussion in paragraphs 82 and 203 in Miller, Hendricks and 
Everett’s Reorganization and Other Exchanges in Income Taxation. 

See discussion 341 CCH 730.023, 730.0675, and 743.055. 


*t Example 1 of Article 1574 of Regulations 65 and 69 quoted in the 
text seems to include this kind of a transaction. 


® While not involving a reorganization, U. S. v. Mellon, 281 Fed. 645 
(C. C. A. 3rd Circuit) affirming 279 Fed. 910 (D. C. Penn.) is interest- 
ing and possibly contrary to the theory stated in the text. Gulf Oil 
Company, in order to increase its capital, arranged for the payment of a 


100 per cent cash dividend after all its larger stockholders had agreed to | 


use this cash in purchasing more stock. In addition, a few of the larger 
stockholders had agreed to take up additional stock in lieu of subscrip- 
tions by those stockholders who retained the cash dividend without sub- 
scribing for new stock. The Gulf Corporation at the time did not have 
cash to pay the dividend. The Commissioner attempted to tax the trans- 
action as a taxable dividend. Mellon contended that in substance, it 
amounted to a stock dividend and this was upheld both by the District 
Court and the C. C. A. 


THE TAX MAGAZINE 291 


of exchanging this stock along with the other assets 
to the new corporation, this stock was first paid out 
as a dividend by such transferor corporation to its 
stockholders. The ultimate effect of the transaction 
was just the same as if this dividend had not been 
declared, but the Board held the dividend was 
taxable. 


This case arose under the 1918 Act. The tax re- 
sult might possibly be different under later acts, per- 
mitting tax-free distribution to a shareholder of a 
corporation a party to the reorganization of stock in 
such corporation or another corporation a party to 
the reorganization without surrender of any shares 
in pursuance of a plan of reorganization. This pro- 
vision has been omitted from the 1934 Act so that 
the case is authority under present laws. 


(E) Miscellaneous Cases: 


The study here reflected discloses a number of 
cases which are dissimilar to any of the cases here- 
tofore discussed where by necessity or by the lack 
of exercise of due care or from evident purpose, one 
or more of the steps failed to conform technically 
to the reorganization sections. Brief reference to the 
two most interesting are made. 


S. M. 3748, IV-2 C. B. 17 rules on a case where 
a partnership transferred all its assets to a new cor- 
poration for stock. The partnership then dissolved. 
One partner had a debit balance. To make the ad- 
justment between the partners, the partners who 
had a plus balance received all the stock and the 
partner who had a debit balance subscribed for ad- 
ditional stock of the new corporation and gave his 
note therefor and his debit balance was cancelled by 
the partnership. The steps were all contemporaneously 
taken. The Solicitor ruled that this transaction re- 
sulted in no gain or loss to the partners with credit 
balances, but did result in gain to the partner with 
a debit balance because his debit balance was re- 
leased in the transaction. If such partner had given 
a note to the partnership for his debit balance and 
the partnership had then transferred such note to 
the new corporation, the resultant stock ownership 
would have been the same and such partner would 
not have sustained any gain in the transaction. 


Connecticut Power Company v. Commissioner, 28 
B.T.A. 38 is somewhat unique in its facts. The peti- 
tioner transferred all the stock of Millerton Electric 
Light Co. a note of that corporation, and certain in- 
debtedness owed to him by that corporation to Cen- 
tral Hudson Gas & Electric Corporation for 2,000 
shares of the Central Hudson’s common stock and 
certain cash. The petitioner attempted to subdivide 
the transaction into transfer of stock, transfer of 
note, and transfer of indebtedness, but the Board 
held the exchange to be composite and that such 
separation was not possible. 


Possibly the only purpose of the inclusion of these 
miscellaneous cases is to point out the dangers that 
lie along the road that is not clearly marked by the 
technical provisions of the reorganization sections. 
Surely, if a reorganization can be so molded that 
each step conforms literally to the sections, coun- 
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sel should not avoid additional trouble and expense 
in attaining exact conformity.** 


This completes the study of transactions where 
one of the steps, if standing alone, would ordinarily 
result in recognition of gain or loss. While a re- 
spectable number of authorities can be cited to the 
effect that where the result of the entire transaction 
is within the reorganization sections, the defective 
step should be ignored, it would seem clear that 
ordinarily this so-called defective step results in 
recognition of gain or loss. It is only in the excep- 
tional case that the transaction is considered com- 
pletely continuing. 


The Commissioner, perhaps necessarily, but cer- 
tainly inconsistently, is on both sides of the ques- 
tion—here contending that a tax reorganization has 
been completely effectuated and there attempting to 
levy a tax upon one of the steps of the reorganization 
plan. While the Board and the courts have seemed 
at times inconsistent, it should be recognized that 
ordinarily the taxable step will not be ignored. 


Attention should again be called to the differences 
between Sections 112 and 113. If the words appear- 
ing in Section 113 “in connection with a reorganiza- 
tion” include any step in a general tax reorganization 
plan, whether or not the step is itself a closed trans- 
action, then Section 113 will operate in many cases 
where Section 112 will not.** 


The Second Query 


HAT a general plan in which all the steps com- 

ply with the reorganization sections is within 
the walls of the statute seems to have been little 
questioned. Probably, in most transactions there 
is slight ground for question. Nevertheless, there 
are certain forms of these reorganizations which 
should be analyzed. 


There would seem to be no possible objection to 
a chain reorganization where the only connection 
between the corporation at the beginning of the 





33 Other miscellaneous cases which may be grouped here are: Arctic 
Ice Machine Company v. Commissioner, 23 B. T. A. 1223 (on appeal 
C. C. A. 6th Circuit); John C. Shaffer v. Commissioner, 28 B. T. A. 
1294 (NA. XIII-4-6609); I. T. 2306, V-2 C. B. 11; Strong v. Rogers 

D. C. N. J.) rep. 333 CCH 9581; Edison Securities Corporation v. 

ommissioner, 29 B. T. A. 483;* Carter Publications, Inc. v. Com- 
missioner, 28 B. T. A. 160 (A. XII-45-6491)*; Cosby-Wirth Sales Book 
Co. v. Commissioner, 19 B. T. A. 1074 (A. IX-2 C. B. 13)*. 

An odd case in which a reorganization was held effected in which 
there was no intent on the part of petitioner at the inception to enter 
into a reorganization is discussed in Elizabeth Bruce v. Commissioner, 
30 B. T. A. 80. Petitioner contracted to sell certain shares she held in 
a drug company. After the agreement was made, she was advised that 
the purchaser intended to acquire all the shares of the drug company 
from the other stockholders and was offered stock of the purchaser for 
the balance of the shares in the drug company which she had not con- 
tracted to sell. This was the first time that she had heard that the 
purchaser was intending to acquire all the shares. She accepted this 
offer. Before the Board, she contended that she had entered into two 
transactions, one to sell 200 shares and one to exchange 500 shares in a 
reorganization. The decision was that she had exchanged the entire 
700 shares in a reorganization for stock of the transferee and boot. Cf. 
William Hewitt v. Commissioner, 19 B. T. A. 771* (on appeal C. C. A. 
8th Circuit) and Edison Securities Corporation v. Commissioner, 29 
B. T. A. 483* (NA. XIII-1 R, B.-20-1). This latter case is important 
further on the necessity of a plan of reorganization. On this point, see 
A. T. Evans, et al. v. Commissioner, 30 B. T. A. No. 195. (NA. XIII- 
20-6791.) For a discussion as to effect on reorganization of acquisition 
of requisite control by purchases or acquisitions outside the plan, see 
Miller-Hendricks-Everett, Reorganization and Other Exchanges in Income 
Taxation, Paragraphs 77, 78, 79; also A. T. Evans et al. v. Commissioner, 
30 B. T. A. 115. 

The fact that one of the steps occurred in a different tax year than the 
year in which the remainder of the transaction was completed should 
have no effect on the question as to whether a tax reorganization was 
effected. See E. F. Simms v. Commissioner, 28 B. T. A. 988* (1013); 
Teck Hobbs et al. v. Commissioner, 26 B. T. A. 241 (A. XI-2 C. B. 5); 
A. T. Evans et al. v. Commissioner, 30 B. T. A. 115. 

% See Note 29. 


chain and the corporation at the end of the chain is 
a series of intermediary corporations, provided that 
all of the corporations in the chain are parties to the 
reorganization. For example, in a general plan of 
reorganization, we might have the following steps: 


1. All assets of Corporation A are transferred to 
Corporation B for all the stock of Corporation B. 


2. All of the stock of Corporation B is transferred 


to Corporation C for all of the stock of Corpora- 
tion C. 


3. All of the assets of Corporation C (consisting 
of the stock of Corporation B) are transferred to 
Corporation D for all the stock of Corporation D. 


Here, the only connection between Corporation A 
and Corporation D is the intervening Corporations B 
and C, but all of the corporations would seem to be 
parties to the same reorganization and the general 
chain would undoubtedly not be subject to any 
recognition of gain or loss.*® 


A most complicated reorganization of this kind 
was involved in Robert D. Green v. Commissioner, 24 
B.T.A. 719,* where stocks were cross-exchanged in 
the reorganization. Community Power and Light 
Company of Delaware acquired the assets of an 
Illinois corporation of the same name. Holders of 
about 68 per cent of the common stock of Community 
of Illinois, upon the completion of the transaction, held 
all the preferred stock and a majority of the deben- 
tures of an intermediate holding company and a 
minority of the common stock of the top holding 
company.*® The other 32 per cent of the common stock 
of Community of Illinois had previously been pur- 
chased by the top holding company and after ex- 
change of this stock for stock of Community of Dela- 


ware, it was transferred to the intermediate holding 
company. 


The American States Securities Company was the 
top company. At the completion of the transac- 
tion, it owned all of the common stock but none of 
the other stock of American Commonwealths Power 
Company, the intermediate holding company. This 
intermediate holding company held all the common 
stock but none of the other stock of Community 
Power and Light Company of Delaware which had 


%7T. W. Henritze, et al. v. Commissioner, 28 B. T. A. 1173 (NA. 
XIII-2-6589), is interesting in this connection. In the Henritze case, 
the transferor company by means of two steps received stock in a holding 
company by transferring assets to a subsidiary of such holding company, 
for stock and then exchanging the stock of the subsidiary for stock of the 
holding company. The Henritze decision also involved the question 
whether cash received by the old company upon the reorganization and 
distributed to its stockholders as part of the reorganization was taxable 
to the stockholders as dividends under Subsection 112 (c) (2) of the 
Revenue Act of 1928. The Board held it so taxable to the extent of the 
surplus of the old company. The Commissioner non-acquiesced in this. 

% The steps in this reorganization were as follows: 

Transaction One.—Pursuant to their agreement, the majority common 
stockholders of Community of Illinois caused Community of Delaware to 
be organized and the assets of Community of Illinois conveyed to Com- 
munity of Delaware in exchange for the latter’s capital stock, which was 
issued in the same amount as that of Community of Illinois. 

Transaction Two.—The stockholders of Community of Illinois ex- 
changed their stock for stock in Community of Delaware. E 

Transaction Three.—The petitioner and other former stockholders of 
Community of Illinois transferred their 137,108 shares of the common 
stock of Community of Delaware (acquired by Transaction Two) to 
American Commonwealths Power Corporation (herein called “‘Power’) 
in exchange for $2,364,000 (par) debentures, 13,711 shares of preferred 
and 27,422 shares of common stock of Power. 

Transaction Four.—Power acquired all the assets of American States 
Securities Corporation (herein called “States’’”) including the remaining 
shares of common stock of Community of Delaware in exchange tor 
82,266 shares of the common stock of Power. : 

Transaction Five.—The petitioner and other stockholders who acquired 
27,422 shares of common stock of Power exchanged this stock for 237,276 


— of Class A common and 132,768 shares of Class B common of 
tates. 
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acquired the assets of the original Community of 
Illinois. 


The majority of the Board found each step to be 
within the statute, though some were doubtful of 
one or more steps. 

Except for intervening companies, no reorganiza- 
tion is effected between the corporation originally 
owning the assets and the top holding company. 
Yet it was held that a general reorganization was 
accomplished within the statutory definition and that 
each corporation involved was a party to the re- 
organization. Examining the transaction as an en- 
tirety, the case can probably be criticized on the 
ground that the top holding company did not own 
through the intermediate holding company a ma- 
jority of each class of stock of Community of Dela- 
ware. Nor did it own a majority of each class of 
stock of the intermediate company.** 


Let us proceed to transactions which seem some- 
what more imperfect. 


Smith Corporation wants to acquire a minority 
stock interest in Jones Corporation. The owners of 
this stock are willing to exchange this stock for a 
minority stock interest in the Smith Corporation if 
it can be done without payment of income tax. If 
the Jones Corporation stockholders exchanged their 
holdings directly for the Smith Corporation stock, it 
would not qualify under the reorganization sections. 
Smith Corporation would not acquire the requisite 
amount of stock of the Jones Corporation and the 
Jones Corporation stockholders would not be in con- 
trol of the Smith Corporation after the exchange. 

Instead of making such exchange, the Jones Cor- 
poration stockholders transfer to a new corporation 
all of their holdings in Jones Corporation for all of 
the stock of the new corporation. This is a clear 
reorganization step. 

The new corporation then transfers all its assets 
(being the same minority stock interest in the Jones 
Corporation) to the Smith Corporation in consider- 
ation of certain shares of Smith Corporation stock 
which are distributed to the stockholders of the new 
corporation. ‘This is a clear reorganization step. 

This transaction was considered in I. T. 2542, 
IX-2 C. B. 126 and it was therein ruled that a reor- 
ganization was effected which did not result in a 
recognition of gain or loss. 

Attention should be called to the fact that the Commissioner and the 
majority of the Board seemed more concerned with the several steps 
than with the transaction as an entirety. However, two dissenting mem- 
bers stated that considered as an entirety, there was a reorganization. 
Sternhagen in_ the late case of Edison Securities Corporation v. Com- 
missioner, 29 B. T. A. 483*, indicates the test was as to the entirety 
only on the question whether or not there was a reorganization and 
that the steps were considered separately for recognition or nonrecog- 
nition of gain or loss. The General Counsel had previously ruled that 
only the first, second and fourth steps constituted a reorganization. 
G. C. M. 8991, X-1 C. B. 215. After the decision of the Board, the 
Commissioner acquiesced in all but the fifth step. XI-1 C. B. 3 and 
XI-1 C. B. 9. G. C. M. 8991 was then revoked by G. C. M. 10624, 
XI-1 C. B. 145. It seems that until recently in applying the reorgan- 
ization sections the Commissioner has been more concerned with the 
Steps than with the entirety of a transaction. 

_Possibly the most troublesome factor in the Green case was that one 
of the steps was held to be within Subsection 203 (b) (4) of the Revenue 
Act of 1924 relating to transfers to controlled corporations rather than 
within the pure reorganization sections. It is questionable if the step 
was ever within Subsection 203 (b) (4) as the control in the transferors 
disappeared during the reorganization. See text under Query 3. An 
occasional statement in the decisions is found that two or more reorgani- 
zations were effected. While it may be quibbling with words, it would 
seem that only one reorganization is ever accomplished within a given 
plan. If Corporation A transferred half of its assets to Corporation B 
and the other half to Corporation C for all stock of both corporations 


as part of a general plan, is it two reorganizations that have been effected 
or two steps in one reorganization? 
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Analyzing the foregoing transaction, we find that 
by the use of two steps, the stockholders of the 
Jones Corporation effected tax-free what could not 
have been thus accomplished in one transaction. 


A frequent problem has been the transfer of less 
than substantially all of the assets of a corporation 
to another corporation for a minority stock interest. 
The solution has generally been as follows: 


The corporation which is to transfer assets creates 
Corporation B to which it transfers the part of its 
assets which is not to go to the outside corpora- 
tion.** All of the stock of Corporation B is delivered 
to the stockholders of Corporation A without the 
surrender of their shares.*® 


Corporation A then transfers to the outside corpo- 
ration, which we will call Corporation C, the 
remaining assets of Corporation A for stock of Cor- 
poration C, which is distributed to stockholders of 
Corporation A in liquidation of their interest in 
Corporation A. Standing alone, this step is a reor- 
ganization within the definition of Subsection 112 (h) 
of the Revenue Act of 1934. At the time it is 
effected, all assets of Corporation A are transferred 
to Corporation C. 


There have been many such reorganizations which 
have escaped tax, although in reality, substantially 
all the assets of the first corporation were not trans- 
ferred to the outside corporation.*° 


Let us consider one more example. Jones and 
Smith each have property which they wish to con- 
vey to a corporation which they intend to form. 
Johnson agrees to come in and pay cash for his 
stock. Jones wants common stock of the new corpo- 
ration and Smith and Johnson want non-voting 
preferred stock and bonds. If both transferred the 
property directly to a new corporation, Subsection 
112 (b) (5) would not apply as the proportions are not 

(Continued on page 320) 


8 In G. C. M. 1345, VI-1 C. B. 15, a substantial dividend before the 
reorganization was not considered to negative the delivery of substan- 
tially all assets in the reorganization that followed. 

39 While this transaction is clearly within the provisions of Subsection 
112 (g) of the Revenue Act of 1932, this subsection has been dropped 
in the Revenue Act of 1934 and, therefore, the transaction would now 
be taxable. However, the same result may probably be reached under 
the Revenue Act of 1934 by having stockholders of Corporation’ A 
exchange a proportionate part of their shares of Corporation A stock 
for stock of Corporation B. 

4# A similar transaction might be devised to circumvent the theory 
advanced in the Minnesota Tea and Watts cases (Minnesota Tea Com- 
pany, et al. v. Commissioner, 28 B. T. A. 591* (on appeal C. C. A. 8th 
Circuit) and John J. Watts, et al. v. Commissioner, 28 B. T. A. 1056* 
(on appeal C. C. A. 2nd Circuit)), and incorporated in the definition of 
reorganization included in the new Revenue Act as originally passed by 
the House, but eliminated in conference. This theory, with some quali- 
fications, was that conveyance of substantially all properties of a cor- 
poration or a majority of the voting stock and a majority of the total 
number of shares of all other classes of stock of such corporation to 
another corporation in exchange for a non-controlling stock interest in 
such other corporation was not a reorganization. The following steps, 
however, would accomplish the same result and would probably be held a 
reorganization: (1) All of the stock or all of the assets of Corporation 
A is conveyed to a new corporation. The new corporation would then 
enter into a statutory consolidation with the third corporation, the origi- 
nal stockholders of Corporation A receiving a non-controlling stock inter- 
est in the consolidated corporation. 

It seems only fair to state that it is indicated in the Minnesota Tea 
opinion that the decision would have been ctherwise if the stock had been 
distributed by the old corporation to its stockholders. This of course 
should make no difference. As to this theory of the definition of reor- 
ganization, see the recent case of Von Weise, et al., Executors, v. Com- 
missioner (C. C. A. 8th Circuit) rep. in 343 CCH 9120. Note that in 
division B in the definition of a reorganization in the Revenue Act of 
1934 (Subsection 112 (g)), majority of the stock has been changed to 
80 per cent. 

41 Miller, Hendricks & Everett, Reorganizations and Other Exchanges 
in Income Taxation, note 26, on page 94, states that: ‘There are as 
yet no decisions or rulings covering the case in which A and B, equal 
partners, turn in their interests in exchange for equal values of stock in 
a new corporation, A’s stock being preferred and B’s being common. 
(Footnote 41 continued on page 320) 











































































































































































































































































































The Function of a Taxpayer’s Ethics 
in Income Tax Liability 


By HERMAN T. REILING * 


FTER more than twenty years of experience 
A with the Federal income tax, we have only 

recently received our first indication that the 
ethics or morals of a taxpayer’s conduct may figure 
in the computation of his taxable net income for a 
particular year. In a number of decisions rendered 
within the past few months, the courts and the 
3oard of Tax Appeals have laid 


dealings between the parties to controversies in litiga- 
tion. Though the courts frequently express themselves 
as being reluctant to apply estoppel, they have not con- 

fined its application within any narrow scope. 
Representations by a taxpayer may lead to the 
most clearly defined form of estoppel, which is 
sometimes called estoppel by representation or 
equitable estoppel, and frequently 





aside the methods customarily ap- jg > = ayy 
plied in measuring liability for a | 9% 9 
single year and have examined the 
taxpayer’s entire conduct with re- 
gard to the particular item under 
review, for the purpose of deter- 
mining whether as a matter of 
justice and fair dealing he is entitled 
to the consideration which he seeks. 
In those instances where the exami- 
nation revealed that the interests of 
the Government had been unduly 
prejudiced by reason of representa- 
tions made by the taxpayer or 
benefits received by him, it was said 
that the taxpayer was estopped and 
could not be permitted to maintain 
his claim, which otherwise would 
have been allowable under the 
present rules for fixing tax liability. 

The cases in which the taxpayer 
has been estopped involved circum- 
stances such as these. The taxpayer 
contended that an item represented 
income taxable in a prior year for 
which the statute of limitations had run, and that 
the item was not taxable in the year under review. 
This contention if sustained would have enabled the 
taxpayer to go tax-free upon the income in question. 
Or he contended that a deduction had been erro- 
neously claimed in a prior year which had become 
barred and that he was entitled to the benefits in 
the year which was the subject of the litigation. 
After making expenditures which were treated as 
deductible expenses in a prior year, the taxpayer 
sought to capitalize the same expenditures for the 
purpose of determining the gain or loss upon the 
sale of property or for computing the allowable de- 
preciation. This procedure would permit a double 
benefit for one item. The effect of the recent deci- 
sions is to estop the taxpayer from successfully 
maintaining these contentions. 


This newly inaugurated procedure for inquiring 
into the ethics of a taxpayer’s dealings with the 
Government is based upon a theory of law which 
has long been recognized in other branches of the 
legal field. The principles, grouped under the head 
of estoppel, are said to be necessary to insure fair 


* Of the Chicago Bar. 
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is termed estoppel im pais. In addi- 
tion to a misrepresentation of a 
material fact there must be knowl- 
edge of the fact upon the part of 
the Government when invoking the 
estoppel, and reliance upon the fact 
and a change of situation based 
upon that reliance. The broader 
form of estoppel, known as quasi 
estoppel arises as the result of an 
election, ratification, affirmance, ac- 
quiescence, or acceptance of bene- 
fits by the taxpayer. Under this 
latter form it would be very difficult 
for a taxpayer to make a volte face 
with regard to any item, if the 
change in front would unfairly re- 
sult in the Government incurring an 
unwarranted loss of revenue. 

In general, this is the nature of 
the doctrine of estoppel which has 
been advanced to secure a more 
equitable administration of the tax 
law. As we have seen, the prin- 
ciples upon which it is based seem 
proper and just. Its purpose is commendable and 
the situations to which it is applied are obviously 
undesirable. We have only to decide whether it 
will secure all that is desired or needed. 


In order to pass upon this feature, it is necessary 
to know the circumstances which induced the intro- 
duction of this doctrine. Did the prevailing methods 
of computing-tax liability contribute to the apparent 
necessity for the use of estoppel? Are the tax- 
payers alone to blame for the situation? A sound 
answer to these questions may open the way for 
acceptance or rejection of the doctrine of estoppel 
as an adequate remedy for the problems presented. 

The fact that estoppel is employed to assure fair 
dealing shows that circumstances have arisen which 
do not forecast a desirable future for the income tax. 
At its best, estoppel is merely a reform measure 
adopted by a judiciary, which may or may not be 
cognizant of the existing fallacies, but is awakening 
to the ultimate results tending to undermine the 
course of justice. It is evident that the grafting of 
a branch of reform upon a stem of fallacy seldom 
bears good, sound fruit. Hence, if the cause for 
unethical demeanor on the part of the taxpayer in 
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his transactions with the Government can be 
eliminated, obviously the proper remedy lies in that 
direction rather than by measures designed to reform 
the taxpayers. 

Unbelievable as it may seem to one not familiar 
with Federal income tax proceedings, the efforts 
to escape tax, referred to above, and others like them, 
have been sanctioned in the past. Under abstract 
legal formulae, taxable net income of a given year 
has been determined without regard to the prior posi- 
tion taken with regard to the items in dispute. More 
than that, the Government has been permitted to 
follow the same methods of reneging. Income has 
been twice taxed when it should have been taxed 
only once. No deduction has been allowed for items 
which clearly should have been allowed at some 
time. In determining the gain or loss upon a sale 
or exchange of property, adjustments for deprecia- 
tion have been made without regard to whether they 
had ever been allowed as deductions. In other 
words, the Government as well as the taxpayer has 
accepted the advantages without giving full regard 
to all the circumstances and without considering the 
net result of the action taken. 


In this connection, however, it should be stated 
that a large number of the Treasury officials and 
employees have tried to compute tax liability upon 
a proper basis, and in most instances actually have 
done the right thing, if at all possible. However, 
the task is often difficult. To abandon rigid legal 
rules for the sake of justice is no easy matter for a 
public official whose acts are subject to public 
scrutiny. It must also be borne in mind that the 
duty of a public official will not always permit him 
to ignore established principles in an effort to be 
fair and just. Further, in the past, when the Treas- 
ury officials failed to make a proper settlement and 
the controversy was thrown into litigation, it was 
certain that from then on the procedure would be 
a game of coldly applying the abstract rules, the 
winner taking all without any scruples or sense of 
unfairness. 


So far, there have been no decisions clearly in- 
dicating that the doctrine of estoppel will be applied 
to prevent the Government from taking advantage 
of the taxpayer on account of representations made 
to him or by reason of a change of front. In one 
instance where estoppel was strongly relied upon, 
the Board refused to sustain the taxpayer. 


Hence, it appears that estoppel offers a partial 
solution of the problem. Even if it will entirely cor- 
rect the situation which permits taxpayers to receive 
improper tax exemption, there is little reason to 
believe that it will prevent unjust impositions upon 
the taxpayers. 

It is submitted that the remedy involves more 
than the superficial task of applying estoppel. It 
requires a renewed consideration for the more funda- 
mental conceptions of the income tax. It was in- 
tended that a person be taxed upon the amount of 
income received, upon no more nor no less, and that 
he should be taxed but once. Likewise, it was in- 
tended that one deduction be taken for expenditures 
and that the amount ultimately deducted should 
equal, and not exceed, the amount actually disbursed. 
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Hence, the basis for the tax is not fiction, theory, or 
precedent. 

As thus considered, the income tax is not a com- 
plex scheme for apportioning the cost of govern- 
ment. It is the manner in which the tax is 
administered, which gives it its complex nature. 
Many of the present involved ramifications relate 
to the method of reporting income, and have been 
built up without any mandate from Congress. In 
fact they appear to be much opposed to the legisla- 
tive conceptions. 

The earlier statutes contemplated reporting in- 
come when it was received. Due to the extent to 
which business transactions depend upon credit, it 
is impossible for most business concerns to report 
in this manner. It is easier and more practical for 
the business man to be taxed when the debtor and 
creditor relationship is established in his ordinary 
transactions and the ordinary and reasonable ex- 
pectation of income arises, adjustments being made 
later for erroneous anticipations. For this reason 
the early statutes were not followed literally, and 
the Treasury Regulations under those Acts _per- 
mitted methods which more closely conformed to 
business customs. Then too, beginning with the 
Revenue Act of 1918 the laws have attempted to 
make allowance for the various business practices 
and requirements by permitting a taxpayer to follow 
reasonable methods of reporting which will result 
in an ultimate tax upon all income received. These 
later statutes have permitted taxpayers to report in 
accordance with the method of accounting regularly 
employed by them, unless such method does not 
clearly reflect income, in which event direction is 
made for the use of a method which will clearly 
reflect income. 

Under these provisions it should have been pos- 
sible to devise a method of reporting which would 
conform to the peculiarities of each taxpayer’s busi- 
ness and at the same time insure the Government 
that every cent of income actually received would be 
reported. For example, a taxpayer engaged in sell- 
ing merchandise takes the selling price into income 
when sales are made, and later makes adjustments for 
uncollectible accounts. Particularly as to the items 
closely related to the amount of profit derived from 
the selling transactions, the taxpayer adopts a similar 
plan for deducting his expenses at the time the pur- 
chases are made, supplies are received, and the labor 
is performed. Among accountants and in the legal 
profession, this is called the accrual method. But 
it should be noted that the business man follows that 
plan, not because he is an accountant or a lawyer 
and knows the meaning of “accrual”, but because he 
finds this to be the practical plan for keeping a record 
of his transactions. Thus, largely by coincidence, 
the taxpayer has had comparatively little difficulty 
as to the time for reporting his regular income and 
expense items. 

His confusion has chiefly resulted from an in- 
ability to determine when to report the extraneous 
or occasional income and expense transactions, which 
by their nature have little direct connection with the 
daily routine of business or by reason of exceptional 
circumstances must receive special and different at- 
tention in business and perhaps for tax purposes 
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This confusion is in large part caused by the judi- 
ciary which has construed the statute to require the 
consistent use of one of two methods in reporting, 
the cash basis or the accrual basis, and which has 
declared that the taxpayer shall report all items, 
whether regularly occurring or not, upon the par- 
ticular basis chosen by him for reporting the usual 
routine business transactions, exception being made 
only for minor items. As to the regular items, the 
taxpayer continued to record them in the ordinary 
course of business, without being required to exercise 
any particular legal knowledge as to whether there 
had been an “accrual” within the meaning of the 
tax decisions. However, with respect to the oc- 
casional items he has found that his own treatment 
is often wrong. Worse yet, if he is on the accrual 
basis, he must accrue these items in accordance with 
formulae which he, his bookkeeper, and the Treas- 
ury officials and employees at times can scarcely 
understand, much less follow in the course of making 
or auditing a tax return. 


Out of this confusion arose a part of the evils 
which it is proposed to correct by estoppel. The 
taxpayers and the Government began the game of 
claiming that the accrual occurred when it would 
be to-the advantage of one and to the disadvantage 
of the other. In the litigation that has followed there 
has been good fortune for some taxpayers, undue 
hardship for others, probably no benefit to the Gov- 
ernment, and justice only by accident. 

Under a more sound system of taxation, regularity 
would be insisted upon as a means and not as an 
end. The proper time to report an item would de- 
pend to some extent upon whether it had previously 
been reported. An “accrual,” if we must use the 
word, might be made other than at the time the 
debtor and creditor relationship becomes fixed. In- 
come not previously reported might be taxable when 
received, regardless of the method of bookkeeping 
followed by the taxpayer. Expenses not previously 
deducted could be taken when payment is made, if 
such is necessary to prevent an injustice. The cash 
basis would receive proper modifications to assure 
an honest return of income. Constructive receipt 
would be recognized but not to the extlusion of 
actual receipt, if necessary to prevent an escape from 
tax. Double taxation of income and complete denial 
of deductions which are allowed by the statute would 
constitute distortions of taxable income. An ap- 
proximation known to be reasonably fair would be 
taken in preference to a “remorseless logic which is 
supposed to leave * * * no alternative” and 
clearly leads to unjust consequences. 


bese philosophy also leads to the rejection of the 
prevailing theory that in each instance an expendi- 
ture is susceptible of definite classification as a capi- 
tal expenditure or asa deductible expense, such 
classification to be made in accordance with a for- 
mula which is presumed to be determinable. The 
decisions show that the attempted distinction often 
becomes vague. A taxpayer fails to prove his case 
that the disbursement was a deductible expense, 
when under a corresponding burden of proof he could 
not have satisfactorily shown it to be a capital 
expenditure. Neither the Government nor the tax- 
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payer can find the line of distinction, and the judi- 
ciary is equally puzzled but chooses the rules of 
evidence as the way out. 

Consequently there are cases where the rule of 
reason must be applied. For some time the Treas- 
ury Department allowed taxpayers an option, per- 
mitting them in certain doubtful cases to choose one 
of two courses. Under this method, if the item was 
treated as an expense, it became and remained an 
expense. The taxpayer was not permitted later to 
capitalize the item, not because of estoppel but be- 
cause for tax purposes a reasonable treatment of the 
item had been made. However, when the one-way 
rule was given judicial sanction, a new opportunity 
was opened for both the Government and the tax- 
payer. Disbursements previously treated as ex- 
penses were claimed to have been erroneously re- 
ported as such, and, if the claim was sustained, the 
basis for gain or loss or for depreciation of assets 
was permitted to be increased by amounts deducted 
in prior years which had become outlawed. This 
gave a double benefit for one disbursement. A sim- 
ilar reversal was permitted with respect to amounts 
which were first capitalized and, if the time for mak- 
ing the deduction as an expense had elapsed, none 
was allowed. 

Here again there has been much litigation, of 
which some was instituted to secure justice and 
other litigation was pursued primarily for advantage. 

Recently, this practice was brought into question 
by a decision of the Board of Tax Appeals uphold- 
ing an optional provision in the Treasury Regula- 
tions relating to development costs of oil and gas 
properties.’ It was said that the Regulation was reason- 
able and valid but the Board also relied upon estoppel 
to prevent a change in position by the taxpayer. Be- 
cause of the indicated reliance upon estoppel, it re- 
mains to be seen whether this kind of a Regulation 
is sufficiently valid to prevent a reversal of position 
attempted by the Government. Even if it is, the 
prior adoption of the one-way rule has caused the 
deletion of options from the Regulations when pos- 
sibly a larger number should have been given, thus 
erie today comparatively few instances where the 

taxpayer has any advice that an option is available. 
Further, the resort to estoppel does not signify that 
the prior one-way rule has been discarded or that 
the practice of allowing options in doubtful cases 
may be renewed. 

It is conceded that the incorporation of an option 
in the Regulations has no significance in_ itself. 
Without doubt most taxpayers will not understand 
the Regulations or fully comprehend the legal theory 
behind them, regardless of how they are written. 
The significant point is that, if the theory of tax 
procedure and administration more closely conforms 
to the business methods and thinking and gives 
proper consideration to the peculiarities in each line 
of business, the taxpayer will, to a greater extent, 
automatically conform with the tax requirements, 
all of which will result in less confusion and litiga- 
tion and less opportunity for sharp practices. An 
option arises from the fact that in borderline cases 
taxpayers do treat particular items in one of two 
ways. By the option, the law recognizes -that either 


1 Ramsey v. Commissioner, 26 B. T. A. 277, affirmed in 66 Fed. 
(2d) 316. 
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method followed is right, and will ultimately result 
in the same taxable income. 


Estoppel gives no such reasonable results. Its 
use is an effort to discipline taxpayers who have 
stricken at our professed moral standards but have 
not violated the accepted legal process for determin- 
ing taxable income. We call upon these taxpayers 
for a display of integrity, honesty and fairness, know- 
ing full well that the taxpayers and the administra- 
tive officers may give themselves over completely to 
the ideals thus propounded and yet be caught in a 
game where the existing formulae will not give fair 
and honest results. 


Further, estoppel as thus far applied has no ref- 
erence to “made” transactions. A “made” transac- 
tion is one which is not strictly the result of trade, 
barter or exchange in the sense that those terms are 
ordinarily meant in business. It is one not neces- 
sary for the conduct of business. It is devised as a 
plan for preventing tax liability from being incurred. 
The party to the transaction does not evade tax, for 
under the governing rules he has shut off the impo- 
sition of the tax—he has avoided it and has not 
evaded an incurred tax. This distinguishes him from 
the person who makes himself criminally liable for 
defrauding the Government by failing to pay a tax 
which has been incurred. 

Though tax avoidance has lost much of its respect 
by the public, it still is legal. The ethical standards 
behind the doctrine of estoppel have not touched 
these transactions, and probably can not do so. 
Some action with respect to these transactions was 
attempted in the new Revenue Act by legislative 
changes, such as the disallowance of losses upon 
sales to a member of the family and the new provi- 
sions relating to personal holding companies, called 
incorporated pocket-books. These changes consti- 
tute a partial expression of the revolt which is in the 
making. However, it is submitted that complete 
reliance upon legislative action to correct a known 
weakness or, as we say, to plug a loop-hole, may 
bring disillusionment in the future. The insuff- 
ciency of this scheme of correction is apparent at the 
present time. A tax system which can be avoided 
has fallacies which will continue to exist. The same 
general schemes will prevail. In the particular cases 
covered by the new provisions, there may be newly 
devised “made” transactions, possibly with different 
parties or different legal entities being used. 


Eventually we must face more searching ques- 
tions. For example, when is a “sale” a sale? Does 
the signing: and delivery of a piece of paper bedring 
the words “bill of sale” and reciting the ritual of 
the law of sales, constitute a sale? As a rule, do hus- 
bands and wives trade and barter with each other? 
Is the sale by a husband to his wife proved by a bill 
of sale and the alleged intent to sell? What effect 
is to be given to the family secrets as to control 
and readiness to be obliging to the other members of 
the family? Did Congress intend that such transac- 
tions should be taxed or that income actually re- 


ceived should be rendered tax-exempt by these 
means ? 


A similar inquiry might be made in connection 
with many other transactions, including the dealings 
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of a majority stockholder with his corporation and 
of the parent corporation with its subsidiary, where 
the corporate fiction is invoked. In these instances 
the present guiding philosophy will be found to be 
one of giving substance to form, the legal formali- 
ties being observed without uncovering the actuali- 
ties. In fact it has been contended that form is 
substance,—which is true—but the point is that the 
substance actually existing may not be that which 
we frequently assume. 


For example, a transaction between husband and 
wife may be more than mere form, but is the actual 
transaction between the two properly to be consid- 
ered that which it is only in form? Actually certain 
documents have been signed, transfers of record have 
been made, and other formal prerequisites have been 
done. But perhaps that is the extent of the transac- 
tion. After all this, it may not have the essential 
elements of the transaction which it formally ap- 
pears to be. 


We must admit that tax avoidance has been ap- 
proved in many cases which do not ring with 
sincerity, but the theory upon which it rests also 
permits abuse of the taxpayer. The picture is not 
complete without attention being given to the con- 
sequences in cases where the taxpayer does not un- 
derstand the philosophy that form is substance. By 
this method, a tax may be asserted chiefly because 
of the mere existence of certain formal documents. 
Thus parties who failed to recognize the significance 
which would be attached to formal steps found that 
under the income tax law the transaction was en- 
tirely different from the one purposed or intended. 


It is also unfortunate that the finger of suspicion 
has been pointed toward individuals participating in 
avoidance without consideration being given to the 
tax imposed upon those who ignorantly or otherwise 
fail to take advantage of tax avoidance. Recently a 
taxpayer was chided for pleading ignorance of a 
means of escape, and he was reminded of the age old 
phrase that ignorance of the law is no excuse. But 
if a tax is imposed solely because the taxpayer does 
not know the device for escape, is it proper or is it 
levied upon ignorance? Perhaps, after all the tax- 
payer was wrong in thinking that the device which 
he did not know would have saved the tax. How- 
ever, if it would have done so, then the question is, 
who is to blame—the taxpayer, Congress or the 
courts? 


In conclusion, it may be stated that any way out, 
suggested or implied in the above discussion, may 
not be the best way or the true one. Certainly there 
is no solution which may be easily adopted by either 
the taxpayer or the Government. But the fact still 
remains that from every angle which may be con- 
sidered the situation is not a satisfactory one. It 
seems equally true that if there is to be any improve- 
ment, we should begin first with the law rather than 
with the individual. An individual’s ethics depend 
very much ypon the circumstances in which he is 
placed. Consequently, we are certain that the tax- 
payer will react in the direction in which he is pro- 
voked. When you find that he has avoided a tax, 
you may rest assured that he took advantage of an 

(Continued on page 319) 






















































































































































































































































































Assignment of Future Income From 
Personal Efforts 


By Emity Marx * 


tinction between the professional man and the 

business man, it is difficult to accept the recently 
published conclusion,’ scholarly though it be, that 
the professional man who has assigned his future 
income must nevertheless, under that law pay a 
tax thereon, while the business man may, by similar 
methods, lawfully avoid taxation. The Act itself 
does not differentiate the income 
resulting from personal efforts from 
the income resulting from trade, 
commerce or the ownership or use 
of property.’ Cases cited to sub- 
stantiate the non-assignability the- 
ory are not convincing. 

Lucas v. Earl,‘ the most frequently 
cited authority, did not involve the 
assignment of income from personal 
efforts. In that case, a husband and 
wife sought to circumvent the Com- 
munity Property Law of California 
(under which everything acquired 
by either spouse belongs to the 
husband) * by contracting that any 
property thereafter acquired by 
either of them “shall be treated 
and considered and hereby is de- 
clared to be received, held, taken, 
and owned by us as joint tenants, 
and not otherwise, with the right 
of survivorship.”* The Govern- 
ment taxed the husband on all sal- 
aries and attorney’s fees earned and 
received by him, and was upheld 
by the Supreme Court.’ The most that can be said 
for the contract between Mr. and Mrs. Earl is that 
it was an attempt to create a trust of after-acquired 
property.. There was no assignment of future in- 
come. Mr. Earl retained his right to receive the 
salaries and attorney’s fees. His wife was given, at 
most, a beneficial interest in the salaries and fees 
thereafter to be received by her husband.’ 


* Attorney at Law, New York, N. Y. 

1Prior acts attempted to reduce the professional man’s tax by the 
“earned income credit.” Act of 1928, Section 31. The 1934 Act again 
revives the earned income credit. Section 25. 

?Stanley S. Surrey in 33 Columbia Law Review (1933) 791. The 
Board of Tax Appeals makes the same distinction in Daugherty v. Com- 
missioner (1931), 24 B. T. A. 531 at page 536 (see note 9, infra, for 
the facts): “The petitioner cited Copland v. Commissioner, 41 Fed. 
(2nd) 501; Eugene Scigel, Executor, 20 B. T. A. 563; Rosenwald v. Com- 
missioner, 33 Fed. (2nd) 423; and Shellaberger v. Commissioner, 38 Fed. 
(2nd) 566. However, those cases are clearly distinguishable from the 
instant proceeding, since they did not deal with the assignment of income 
derived from salaries, wages, or compensation for personal services.” 
Compare also the opinion in Nelson v. Ferguson, (1932, C. C. A. 3rd) 
56 Fed. (2nd) 121, at page 124, certiorari denied (1932) 286 U. S. 565: 
“In answering these questions it must be kept in mind that the thing 
assigned was not Nelson’s future salary or personal earnings as in the 
Earl case and in the later case of Luce v. Burnet.’ 

% Section 22(a) defines gross income: “General definition.—‘Gross in- 
come’ includes gains, profits, and income derived from. salaries, wages, or 
compensation for personal service, of whatever kind and in whatever 
form paid, or from professions, vocations, trades, businesses, commerce, 
or sales, or dealings in property, whether real or personal, growing out 
of the ownership or use of or interest in such property; also from inter- 
est, rent, dividends, securities, or the transaction of any business carried 


on for gain or profit, or gains or profits and income derived from any 
source whatever.” 


GS tinct the Revenue Act of 1932 draws no dis- 
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Burnet v. Leininger™ involved an assignment by 
a husband to his wife of one-half of whatever the 
husband received from a certain partnership of which 
he was a member. The husband was taxed on his 
distributive share of the partnership income, despite 
the assignment. In upholding the Commissioner, 
the Supreme Court pointed out that the wife had 
“only a derivative interest” in the partnership income 
and that the agreement was noth- 
ing more “than an equitable assign- 
ment of one-half of what her husband 
should receive from the _ partner- 
ship.” Here again the husband 
retained his right to receive his orig- 
inal share of the partnership in- 
come. There was no assignment of 
future income. Mrs. Leininger was 
given, at most, a beneficial interest 
in the income to be received by her 
husband.” 

On the other hand, the Supreme 
Court has impliedly held” that 
when the right to receive future in- 
come is assigned, the assignor is nol 
taxable on the income paid to the 
assignee. In Hall v. Burnet™ an 
insurance agent assigned his re- 
newal commissions to his wife. The 
District Court held that the hus- 
band was not taxable on the com- 
missions paid to and received by 
his wife pursuant to the assign- 
ment,” and the United States Su- 
preme Court refused to grant 
certiorari.” In Poe v. Seaborn™ the Supreme Court 
recognized that an effective assignment of future 
income resulted from the community property law 
of the State of Washington, which automatically 
made the wife the owner of one-half of her hus- 
band’s salary “as fast as it accrued.” * 

And, as is indicated by the footnotes, there are 
many cases in which the voluntary assignment of 
~ 4 (1930) 281 U. S. 111. 

5 And is therefore taxable to the husband under the Internal Revenue 
Act. United States v. Robbins, (1926) 269 U. S. 315. 

6281 U. S. 111, at page 114. 

7™Mr. Justice Holmes said (at pages 114, 115): ‘“‘There is no doubt 
that the statute could tax salaries to those who earned them and pro- 
vide that the tax could not be escaped by anticipatory arrangements 
and contracts however skilfully devised to prevent the salary when paid 
from vesting even for a second in the man who earned it. That seems 
to us the import of the statute before us and we think that no distinc- 
tion can be taken according to the motives leading to the arrangement 
by which the fruits are attributed to a different tree from that on which 
they grew.” The Court did not discuss the effect of an assignment ol 
the right to salary. In Lucas v. Earl the husband who performed the 


services had not parted with his right to the salary. His earnings still 
belonged to him. 

8 The Court characterized the contract as an anticipatory arrangement 
(at page 115) “to prevent the salary when paid from vesting even {or 
a second in the man who earned it.” ; 

®In Poe v. Seaborn (1930), 282 U. S. 101, Mr. Justice Roberts said 
(at page 117): “In the Earl case * * * We held that * * * the 
husband’s professional fees, earned in years subsequent to the date ol 
the contract, were his individual income * *,. The very assignment 
in that case was bottomed on the fact that the earnings would be the 
husband’s property, else there would have been nothing on which it 
could operate.” Compare Daugherty v. Commissioner (1933, C. C. A. 
9th), 63 Fed. (2nd) 77, where a husband assigned to his wife an 
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future income from personal efforts has been held 
to relieve the assignor of tax liability thereon. But 
the opinions accompanying those decisions are of 
little assistance to the practicing attorney who is 
called upon to draft an effective instrument of as- 
signment of future income resulting from personal 
efforts. Mr. Justice Holmes has said in no uncer- 
tain terms that the tax must be paid by the man 
who earns the salary.” But the Supreme Court has 
also said, in no uncertain terms, that no tax need 
be paid by the man who performs the services and 
parts with his right to compensation before that 
compensation has been earned.” 


A solution of the problem seems to necessitate 
a return to definitions and fundamental concepts. 
We must know quite definitely when the tax im- 
posed by the Revenue Act attaches, if we would 
prophesy the effect of an assignment of future in- 
come from personal efforts upon the tax liability of 
the assignor. We must distinguish between the time 
when the tax becomes payable and the time when 
the tax attaches. The taxpayer has no control over 
the latter event. He may advance or postpone the 
former by his method of bookkeeping.” We believe 
that the failure to observe the distinction between 
these two events has led to the present confusion 
on the taxability of assigned future income from 
personal efforts.” 


Mr. Jones performs secretarial services for the 
Blue Match Corporation, for which he is entitled 
to an annual salary of $5,000 payable at the end 
of each year. Jones has rendered faithful service 
during the year 1933, but has received nothing ex- 


undivided one-half interest in legal fees which might thereafter be paid 
to him under a contingent fee contract. The husband was held taxable 
on the portion of the fees paid to his wife and the Court pointed out 
that (at page 79): “The assignment could operate on nothing but 
the earnings of the petitioner.” 

10 (1932) 285 U. S. 136. 

11 (1932) 285 U. S. 136, at page 141. 

"The Supreme Court said (at page 141): “If it be assumed that 
Mrs. Leininger became the beneficial owner of one-half of the income 
which her husband received from the firm enterprise, it is still true 
that he, and not she, was the member of the firm and that she had only 
a derivative interest.”” In Rose v. Commissioner (1933, C. C. A. 6th), 
65 Fed. (2nd) 616, a husband assigned to his wife a portion of his 
interest in the partnership, and the Court held that he was not taxable 
on the income accruing to that assigned interest, and paid to his wife. 
Burnet v. Leininger was distinguished on the ground that Mrs. Rose 
became a partner of the firm, while Mrs. Leininger received only a 
right to share her husband’s income from the partnership. In Seatree 
v. Commissioner (1932), 25 B. T. A. 396, the taxpayer transferred to a 
trustee for the benefit of his daughters ‘‘all my right, title and interest 
in and to four undivided shares of the profits or income * * * which 
may hereafter become due and payable to me” under a certain partnership 
agreement. The Board of Tax Appeals held that the taxpayer was not 
taxable on the future income thus assigned, and said that what was 
assigned was not income but “a property right, a chose in action.” 
(The case is now on the calendar of the Court of Appeals of the District 
of Columbia.) On the other hand, Mr. Rossmoore was taxed on his 
share of the partnership income, although he transferred to his wife 
“all his right, title and interest, in and to the profits * * * to be 
derived and realized from and out of the said partnership business 
* * *, which shall be received on and after the date hereof.’’ Ross- 
moore v. Anderson (1932, Dist. Ct., So. Dist. N. Y.), 1 Fed. Supp. 35. 
(The case is now on the calendar of the Circuit Court of Appeals for 
the Second Circuit.) 

13 By denying certiorari in Hall v. Burnet (1932), 285 U. S. 552. 

(1931, Ct. of Appeals, Dist. of Col.), 54 Fed. (2nd) 443. 

% The District of Columbia Court thought that it was required to dis- 
tinguish the case from Lucas v. Earl, and said (at page 444): ‘What 
was assigned was neither income nor earnings, but property. It was 
not an assignment of future earnings but the transfer of a property 
right * * * the right was fixed and certain, and was independent 
of any future service to be rendered by him (the husband). Any 
uncertainty in the situation concerned only the amount; but the agent’s 
rights as against the insurance company were established.” In Bishop 
v. Commissioner (1931, C. C. A. 7th), 54 Fed. (2nd) 298, an assignment 


ot commissions read: “Said renewal commissions shall not in any event: 


be payable to said assignee unless and unt.l they become due and pay- 
able to me (the assignor).” The Court held that the assignor was 
taxable, distinguished Hall v. Burnet on the facts and said (at page 
301): “We are convinced that the subject-matter of petitioner’s assign- 
ment to his wife was income per se * * * we think it quite clear, 
even after the assignment, that the commissions became income to peti- 
tioner before they passed to his wife.” 
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cept a promise that payment would be made as soon 
as the match business improves.” On December 31, 
1933, Jones had a right to receive $5,000 from the 
Blue Match Corporation. This right he could as- 
sign and perhaps even sell for cash. It was “prop- 
erty” belonging to Jones because he had performed 
secretarial services. If Jones keeps his books on 
a cash basis, they will not show that he owns this 
“right” or “property.” But if Jones keeps his books 
on an accrual basis, he will show among his assets, 
on January 1, 1934, an account receivable from the 
Blue Match Corporation in the amount of $5,000. 
Thus, Jones, by the bookkeeping system which he 
adopts, may determine whether or not he will recog- 
nize his ownership of this “right” or “property.” 
And his decision on this ‘question of recognition will 
determine whether or not he must pay an income 
tax on that $5,000 for the year 1933.24 Whether or 
not he must pay an income tax on that $5,000 does 
not depend upon Jones or his accountant. It is 
only the time when the tax becomes payable over 
which Jones has control.” 


If Mr. Jones had performed the services without 
a definite agreement as to the amount of his com- 
pensation, he would not have had a “right to re- 
ceive $5,000,” or any sum, on December 31, 1933. 
His right to receive would not have come into ex- 
istence until the amount of his compensation had 
been determined between the Blue Match Corpo- 
ration and himself. Until the time of such deter- 
mination, Jones would have had no “right” or 
“property” which he could have recognized in his 
books of account. So that, even if his books had 
been kept on an accrual basis, no tax would have 
been payable by him on the salary which he had 
earned by his 1933 services, until the amount of the 
salary had been determined.*® 


It would seem obvious that the “income” which 
is taxable is neither the cash received nor Jones’ 
book entry, or the services which Jones rendered. 
The Regulations define it as a “gain derived from 
labor,’ a “gain” which may be in the “form” of 
cash or property. The Revenue Act does not con- 
cern itself with labor which does not result in a 
gain. The mere rendition of services means noth- 





16 The Supreme Court denied certiorari in Parker v. Routzahn (1932), 
287 U. S. 606, where an insurance agent had assigned to his wife all 
“renewal commissions hereafter accruing to me” and had been held 
taxable on those commissions when they were paid to his wife. Parker 
v. Routzahn (1932, C. C. A. 6th), 56 Fed. (2nd) 730. 

17 See footnote 9. 

13 Blumenthal v. Commissioner (1932, C. C. A. 2nd), 60 Fed. (2nd) 
715, at page 716. 

19 See footnote 7. 

20 Poe v. Seaborn, note 9; Hall v. Burnet, note 13. 

21 Act of 1932, section 42. 

2 The practicing attorney cannot afford to dismiss the conflict by 
accepting certain cases as authority and labelling the others as “‘appar- 
ently contra.” . . 

23Thus eliminating any question of “constructive receipt.” Regula- 
tions 77, article 332. 

24 Act of 1932 section 41. If Jones’ books are kept on an accrual 
basis, the $5000 is taxable as “income” for the year 1933. If Jones’ 
books are kept on a cash basis, no tax is payable until the cash or its 
equivalent is actually received by him. , act 

2% If Jones has kept his books on a cash basis, and dies in 1934, the 
time of payment will never arrive. The right to receive becomes, upon 
his death, a capital asset and part of the corpus of his Estate and no 
income tax is payable by Jones’ Estate when his executor receives the 
$5000. from the Blue Match Corporation. Estate of A. Plumer Austin 
(1928) 10 B. T. A. 1055. Here is a case where the Revenue Act does 
not “tax salaries to those who earned them.” See footnote 7. 

26 Regulations 77, article 331. 

27 Regulations 77, article 51. i ; 

28 Services rendered gratuitously do not result in taxable income to 
the person who rendered them. Leslie v. Bowers (1923, Dist. Ct. So. 
Dist. N. Y.), 293 Fed. 822, affirmed as Bowers v. New York Trust 
Company (1925, C. C. A, 2nd), 9 Fed. (2nd) 548. 
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ing.” Nor does the Act concern itself with a gain 
which is not derived from labor, but is awarded as 
a gift or gratuity.” We believe that the “gain” 
which the Revenue Act’taxes is Jones’ right to re- 
ceive $5,000. That right he “derived” from his “la- 
bor.” That right came into existence at the close 
of the year 1933. That right would have been non- 
existent if the amount of Jones’ compensation had 
been undetermined. We believe that the “income” 
of the professional man, under the Revenue Act, is 
his right to receive an ascertainable fee, salary or wage 
for his personal efforts, and that the tax attaches 
when that right comes into existence. 


If our theory is correct, the apparently conflicting 
decisions become reconcilable, and the problem of 
assignment of future income from personal efforts 
is easily solved." Under our theory, Mr. Earl” be- 
came taxable on his salaries and attorney’s fees as 
soon as he had acquired the right to receive them. 
This right might have existed before Mr. Earl ren- 
dered any services and quite independently of the 
rendition of the services. Mrs. Earl was given a 
fifty per cent interest in whatever her husband re- 
ceived or owned.” So that it would have been im- 
possible for Mrs. Earl’s interest to have attached 
before Mr. Earl had acquired the right to receive 
the salaries and fees in question, before Mr. Earl 
had become liable to pay a tax thereon. Mr. Lein- 
inger™ left himself in the same position. He re- 
tained for himself the right to receive his distributive 
share of the partnership income and thus incurred 
a tax liability which became effective when that 
right came into existence. Mr. Hall,” on the other 
hand, assigned his right to receive commissions be- 
fore that right came into existence. At the time of 
the assignment, he had, at most, an expectancy of 
receiving commissions™ if, as and when certain in- 
sured persons paid their premiums.” When that 
expectancy ripened into a “right” to receive the com- 
missions, Mrs. Hall was the owner of the right and 
therefore the person taxable thereon. One-half of 
Mr. Seaborn’s™ right to receive compensation for 
the services performed by him, was assigned to his 
wife by the community property law of the State 


29 But see Act of 1932, section 119, subdivision a(3). Even if a gain 
is derived from labor, no taxable income results unless the labor has 
been performed within the United States. If Jones had performed the 
services in Sweden, although pursuant to a contract made in the United 
States and providing for payment in the United States, his salary would 
not have been taxable. 

88 Such as a pension “awarded by one to whom no services have been 
rendered.” Regulations 77, article 52. 

31 Qur theory ends the “dilemma” which Judge Learned Hand found 
in Mitchel v. Bowers (1926, C. C. A. 2nd) 15 Fed. (2nd) 287, certiorari 
denied (1927) 273 U. S. 759. Mr. Mitchel assigned to his wife “‘one-half 
of the profits which shall come to’? him from the firm in which he was 
a partner. The Court held that Mr. Mitchel was taxable on the monies 
paid to his wife by the partnership. Judge Hand said (at page 289): 
“Since she could get nothing till the profits should ‘come to’ him, and 
since he was to ‘hold for and pay to’ her all that he got, the profits 
must be his before they became hers.’ It would seem obvious that 
before Mrs. Mitchel’s interest attached Mr. Mitchel had already re- 
ceived taxable “income.” 

% Tucas v. Earl (1930), 281 U. S. 111. 

33 Tucas v. Earl, 281 U. S. 111, at page 114. 

% Burnet v. Leininger (1932), 285 U. S. 136. 

% Hall v. Burnet (1931, Ct. of Appeals, Dist. of Columbia), 54 Fed. 
(2nd) 443. 

% “A contingent right such as this is not ‘income’ in the sense used 
by be al Woods v. Lewellyn (1918, C. C. A. 3rd), 252 Fed. 106, at 
page 108. 

37 His wife received “an undivided interest in and to a certain contract 
* * * the substance of which was a right to receive annually, certain 
commissions on renewal premiums, as and when such premiums were 
paid to the company.” Hall v. Comm’ssioner (1929), 17 B. T. A. 752, 
at page 756. The Board of Tax Appeals was later reversed. See 
footnote 14. 

% See footnote 9. 
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of Washington, before that right came into exist- 
ence. Mrs. Daugherty” received a fifty per cent 
interest in the fees which were paid to her husband, 
so that her interest did not attach until after Mr. 
Daugherty’s right to receive the fees had accrued 
to him. Mr. Rossmoore“ afid Mr. Parker“ worded 
their assignments to their wives so that they could 
not become effective until after the income which 
the Revenue Act taxes had been realized by them. 


The point we make is simply stated in Bishop 7 
Commissioner “ where the Court said (in holding an 
insurance agent taxable on future commissions as 
signed to. his wife): 

“We are convinced that the subject-matter of pe- 
titioner’s assignment to his wife was income per sec 
¢ - ee 

Where the right to receive compensation for per- 
sonal efforts has been irrevocably“ assigned, the 
Courts and the Board of Tax Appeals have repeat- 
edly held that the assignor is not taxable on the 
assigned compensation. 


In Leslie v. Bowers,“ members of a copartnership 
agreed to render services gratuitously to a prospec- 
tive employer, the Cannon Mills, and the Cannon 
Mills agreed to pay to the Cannon family the com- 
missions to which the copartnership would have 
been entitled for its services, if it had not agreed 
to render them gratuitously. The Court held that 
the commissions, when paid, were not income to the 
partners who had performed the services, even 
though the commissions were paid by the Cannon 
Mills to the copartnership and endorsed over to the 
Cannon family by the partners who had rendered 
the services.* 


Rose v. Commissioner ™ presented an unequivocal 
assignment by Mr. Rose to his wife of a portion of 
his interest in a partnership, before any right to re- 
ceive money or property had accrued to the part- 
nership. The Court said that Mrs. Rose became 
a partner by reason of the assignment, which is 
another way of saying that Mrs. Rose became en- 
titled to a derivative share of the partnership income 
in her own right as soon as that income came into 
existence.” 


(Continued on page 324) 





39 See footnote 9. 

4 See footnote 12. 

41 See footnote 16. 

42 See footnote 15. .- 

%In Wehe v. McLaughlin (1929, C. C. A., 9th), 30 Fed. (2nd) 217, 
an attorney assigned one-half of his future earnings to his wife but 
retained control of them “as trustee.” The Court stated that if the 
assignment had been an outright one, the earnings would not have been 
taxable income to the husband, and. said, at page 218: “If, to avoid 
paying an income tax, the appellant had seen fit to reduce his income 
ae advance donating a percentage thereof to his wife or 
other person, that might have been his right. But, in view of the ease 
with which the obligation to pay income taxes could be so evaded, the 
instrument of waiver or grant should be unequivocal and unconditional. 
A ‘gift’ with a string to it, su that it may be drawn back as soon as it 
has served its purpose for income tax returns, will not be recognized.” 

#4 See footnote 28. 

*® The District Court pointed out (293 Fed. 822, at page 824) that the 
sums received by the Cannon family could not be considered part of the 
income of the partnership ‘“‘merely because the latter (the partnership) 
rendered the services.” 

46 See footnote 12. 

47The distinction sought to be made is apparent when we commare 
Rose v. Commissioner with Luce v. Burnet (1932, Ct. of Appeals, Dist. 
of Col.), 55 Fed. (2nd) 751. There, a husband assigned to his wile 

“one-half of all net profits, ‘salary or other compensation or income, 
which otherwise would accrue to him as a member of the firm.” The 
Court pointed out that the arrangement made the husband a trustee t 
the extent of one-half of the salaries which he received from his firm. 
and held the husband taxable on all monies “accruing to him as a 
member of the firm.” 








k 


incc 
the 
ent 
(47 
“all 
incl 
com 
actt 
as ¢ 
Ek 
paic 
in 
ser 
as C 
whe 
tior 
the 
to 
fact 
sar 
upc 
abl 
ari 
tre: 
anc 
por 
the 
typ 
it 
ser 
unc 
the 
con 
ami 
are 
oth 
sar 
Sta 
the 






he 


Corporation Salaries and Bonuses 
and lhe Federal Income Tax 


By Puitie M. Payne * 


ONGRESS has the power, within reasonable 
¢ limits, in levying the income tax, to enumerate 
the deductions which may be made from gross 
income in arriving at the amount on which to apply 
the rate of tax, and to confine the deductions to those 
enumerated.? Section 23 of the Revenue Act of 1932 
(47 Stat. 179) provides that in computing net income 
“all the ordinary and necessary expenses * * *, 
including a reasonable allowance for salaries or other 
compensation for personal services 
actually rendered” shall be allowed 
as deductions. 

Extravagant amounts may not be 
paid by a corporation to its officers 
in the form of compensation for 
services, and deducted from income 
as ordinary and necessary expenses, 
when they bear no substantial rela- 
tion to the services rendered; and 
the burden is upon the corporation 
to show that the amounts are in 
fact part of its ordinary and neces- 
sary expenses.? In order to pass 
upon the question of the reason- 
ableness of the amount paid as sal- 
aries and whether it can be properly 
treated as a part of the ordinary 
and necessary ‘expenses of the cor- 
poration, it is essential to consider 
the character of the business, the 
type and character of the officials 
it employs, the value to it of the 
services rendered, the conditions 
under which they are employed, and 
the results. Salaries of officers of 
companies doing a similar business, comparable in 
amount of invested capital and in volume of business 
are relevant.* But evidence of the salaries paid by 
other companies for similar services is not neces- 
sarily essential.’ Thus, in Gray & Co. v. United 
States ®° Judge Graham, in delivering the opinion of 
the Court. said at page 496: 


What may be an ordinary and necessary expense for sal- 
ary in a given corporation may vary from year to year, 
the variance being controlled by the fluctuating conditions 
of business generally and of the business itself and of the 
management. It also varies in different corporations, and 
sometimes in identical corporations engaged in the same 
business, located at the same place, and practically under 
the same management, it being in the end largely con- 
trolled by the human element involved—i. e., the capacity, 
judgment, and diligence of those who control its operations. 


——__ 


“ Member of the New York Bar. 
» Hecht v. United States, 73 Ct. Cl. 579, 54 F. (2d) 968 (1932). 
Botany Worsted Mills v. United States, 278 U. S. 282, 292, 49 Sup. 
= ee A. David Co. v. Grissom, 64 F. (2d) 279, 281 (C. C. A. 
, 4 ~ . 

(ose & Co. v. United States, 68 Ct. Cl. 480, 496, 35 F. (2d) 968 
‘ Scinsheimer Paper Co. v. United States, 63 Ct. Cl. 429, 435 (1927). 
. Tumwater Lumber Mills Co. v. Commissioner of Internal Revenue, 

65 F. (2d) 675, 677 (C. C. A. 9th, 1933). 


Supra note 3. 
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Reasonable allowances for salaries cannot be 
ascertained with mathematical precision. Every 
case must stand upon its own peculiar facts and cir- 
cumstances.? The action of the board of directors, 
under ordinary circumstances, in fixing salaries 
raises a fair presumption of reasonableness in such 
case.§ 

Article 126 of the Income Tax Regulations 77, 
Revenue Act of 1932, states (page 38) that reason- 
able compensation is such amount 
as would ordinarily be paid for like 
services by like enterprises in like 
circumstances. That is, what others, 
under similar circumstances, re- 
ceive as salaries.° The Treasury 
Department recognizes that it is 
difficult to determine what is a rea- 
sonable salary, saying: 7° 

The problem of determining reason- 
able compensation for personal services 
is one of difficulty, in that there are few 
general rules which can be laid down as 
guides to a decision. Many factors are 
involved, among them being the charac- 
ter and amount of responsibility, ease or 
difficulty of the work itself, time re- 
quired, working conditions, future pros- 
pects, living conditions of the locality, 
individual ability, technical training, 
profitableness to the employer of the 
services rendered, and the number of 
available persons capable of performing 
the duties of the position. These and 
other factors have a bearing, and the 
amount of weight to be attached to each 
one can be determined only in the light of 
the circumstances in each particular case. 


According to legal and account- 
ing principles, compensation to an officer for his 
services constitutes a part of the operating expenses 
of the corporation deductible from earnings in order 
to ascertain net profits. It is immaterial whether 
such compensation is a fixed salary or depends in 
whole or in part upon the earnings of the corpora- 
tion.1 The custom of compensating executive offi- 
cers in part, at least, by bonuses is not uncommon. 
There is nothing illegal or against public policy in 
the bonus system, and the right of a corporation to 
permit a profit participation as a means of compensa- 
tion is recognized.’* And the advantageous features 
of bonus plans have received judicial recognition.” 








* Atlas Plaster & Fuel Co. v. Commissioner of Internal Revenue, 55 F. 
(2d) 802, 804 (C. C. A. 6th, 1932). 

5 Gray & Co. v. United States, 68 Ct. Cl. 480, 494 (1929). 

® United States v. Philadelphia Knitting Mills Co., 273 Fed. 657, 660 
(C. C. A. 3d, 1921); Heublein v. Wright, 227 Fed. 667, 677 (D. C., 
Md., 1915) aff’d 238 Fed. 321 (C. C. A. 4th, 1916). 

10T,. B. M. 44, 1 Cum. Bul. 1919, page 220. 

11 Rogers v. Hill, 289 U. S. 582, 590, 53 Sup. Ct. 731 (1933). : 

12 Church v. Harnit, 35 F. (2d) 499, 501 (C. C. A. 6th, 1929), certiorari 
denied 281 U. S. 732; 16 Va. Law Rev. 387; Berendt v. Bethlehem 
Steel Corp., 108 N. J. a 148, 154 Atl. 321 (1931); Wick v. Youngstown 
Sheet & Tube Co., 12 Ohio Law Abs. 353, 365 (1932); Note: “Legal 
es a of Corporate Executive Bonus Plans,” 41 Yale Law Journ. 109 
(1931). 

13 Putnam v. Juvenile Shoe Corp., 307 Mo. 74, 90, 269 S. W. 593, 596 
(1925). 
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Thus, in Gray & Co. v. United States * Judge Graham, 
writing for the Court, said at page 493: 

The policy of agreeing to pay a percentage of the earn- 
ings before they are earned, or even a sum in the nature 
of a bonus after they are earned, is based primarily upon 
sound business principles. It stimulates the activity, dili- 
gence, and ambition of the employee in the case of a 
percentage of the profits, and in both the case of a percent- 
age and of a bonus it enables the corporation to justly 


compensate its employees without beforehand incurring the 
obligation. 


And in Scott v. P. Lorillard Co.** Vice-Chancellor 
Bigelow said at page 156: 

Officers and employees might participate in a bonus in 
proportion to their salaries, or the length of their service 
with the corporation, or in accordance with the quality of 
their work, or the results produced by them, or in some 
other manner related to the employment. But I do not 
think the participation can be determined by some factor 
entirely foreign to their employment, whether it be owner- 
ship in the stock of the * * * company or of some other 
corporation. 

Salaries and bonuses must not be out of propor- 
tion and in no wise based upon the character or 
amount of services rendered the corporation or with- 
out respect to the net income of the corporation. 
However, the value of services or the reasonableness 
of the compensation of an officer ordinarily cannot 
be determined solely by a consideration of the in- 
come of the corporation.** Nevertheless, the actual 
results of operation are of significant bearing upon 
the reasonableness of salaries. That is, the net earn- 
ings of the corporation and its dividends are indica- 
tive of what the management has accomplished.” 
It has been said ** that a large bonus and a moderate 
dividend are prima facie evidence of misappropriation 
of corporate funds either from a misapprehension or 
disregard of what the rights of the corporation and 
its stockholders as against its officers were. A mere 
comparison between the total of salaries and bonuses 
and a rate of dividend means little. But the propor- 
tion of salaries and bonuses to profits is significant.” 


The salary or compensation of corporate officials 
must be reasonable in relation to the services ren- 
dered and whether salaries are reasonable is a ques- 
tion of fact.2° In Botany Mills v. United States ™* the 
Supreme Court said: 


Extraordinary, unusual and extravagant amounts paid by 
a corporation to its officers in the guise and form of com- 
pensation for their services, but having no substantial rela- 
tion to the measure of their services and being utterly 
disproportioned to their value, are not in reality payment 
for services. 


While each case must be determined upon its own 
peculiar facts, certain percentages may be consid- 
ered with reference to the reasonableness of salaries. 
Thus, it has been held that total salaries which do 
not exceed six to eight per centum of the gross in- 


4 Supra note 3. 
%108 N. J. Eq. 153, 


154 Atl. 515 (1931), aff'd 109 N. J. Eq. 417, 157 
Atl. 388 (1931). 

1% Venus Oil Corp. 244 Ky. 176, 181, 50 S . (2d) 537 
(1932). 


1 Wright v. Heublein, 238 Fed. 321, 323 (C. C. A. 4th, 1916); 
Oil Corp. v. Gardner, 244 Ky. 176, 50 S. W. (2d) 537 (1932). 

18 Shera v. Carbon Steel Co., 245 Fed. 589, 591 (D. C., W. Va., 

% Dowd: ‘Bonuses for Corporate Officials,’’ 86 Cent. 
208, 209 (1918). 

20 Twin City Tile and Marble Co. v. Commissioner of Internal Revenue, 
32 F. (2d) 229, 231 (C. C. A. 8th, 1929); Appeal of Woodcliff at Mills, 
1B. T. A. 715, 718 (1925); ‘Appeal of Law 4 Credit Co., 5 B. A. 57 
Casas): Becker Bros. v. United States, 7 F. (2d) 3, 7 (C. c "A. 2d, 
1925). 

21 Supra note 2. 
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come of the business are not unreasonable,” espe- 
cially where, after the deduction of these salaries and 
all other expenses, the return to the stockholders is 
substantial. In Gray & Co. v. United States ** the 
total net earnings of the corporation for the three 
years 1916-1918, inclusive of fixed salaries and con- 
tingent compensation, amounted to $1,292,901.24 
and the amount paid out as salaries and percentages 
was $859,195.25, which was an average for the three 
years of 67 per cent of the net earnings. The net 
income for 1916 after payment of fixed salaries and 
dividends was $461,986.47, and the amount of con- 
tingent compensation was $430,000, representing 
something like 93 per cent. In 1917 the percentage 
was less than 50 per cent, and in 1918 it was about 
40 per cent. The Court held these were not unrea- 
sonable under the circumstances. And in the case of 
Seinsheimer Paper Co. v. United States * salaries in 
1917 of $50,000 out of net earnings of $75,569.38, in 
1918 salaries of $50,000 out of net earnings of 
$68,220.30, and in 1919 salaries of $50,000 out of net 
earnings of $25,176.53 were approved by the Court 
in a tax proceeding. In Livingston & Co. v. United 
States *® the salaries of 1920 of $70,000, out of net 
earnings of $102,852.54, and in 1921 salaries of 
$50,000 out of net earnings of $79,875.99 were liie- 
wise approved. Finally, the Supreme Court has re- 
cently declared *” that “salaries so large as in 
substance and effect to amount to spoliation or waste 
of corporate property” are unlawful. 


It is apparent, therefore, that the financial, eco- 
nomic, and legal aspects of the problem are inex- 
tricably mixed. 


The Senate, on May 29, 1933, passed ** a resolution 
(S. Res. 75) calling for salary schedules of executive 
officers and directors of member banks of the Federal 
Reserve System, public utility corporations engaged 
in the transportation of electrical energy in inter- 
state commerce and interstate railroads, as well as 
that of “each corporation engaged in interstate com- 
merce (other than public utility corporations) hav- 
ing capital and/or assets of more than a million 
dollars in value, whose securities are listed on the 
New York Stock Exchange or the New York Curb 
Exchange.” Thereafter on February 12, 1934, the 
Federal Power Commission filed *® its report show- 
ing the salary schedules of the executive officers and 
directors of public utility corporations. And on 
February 26, 1934 the Federal Trade Commission 
presented *° its report showing the salary schedules 
of the executive officers and directors of a large num- 
ber of corporations. 


(Continued on page 333) 


2 Wood & Ewer Co. v. Ham, 14 F. (2d) 995, 997 (D. C., Me. 1926): 
United States v. Beitmeyer, 11 F. (2d) 648, 650 (D:. C., La., 1926). 
See also, Fgh ex rel. Taekel & Sons v. Gilchrist, 209 App. Div. 120, 
124, 204 N. Y. Supp. 509 (1924). 

28 Ox Fibre Brush Co. v. Blair, 32 F. (2d) 42, 48 (C. C. A. 4th, 1929), 
afPfd 281 U. S. 115. 

24 Supra note 3. 

In a footnote to this opinion is a list of cases, which have been 
considered by the Board of Tax Appeals, showing the varying percentage 
of net income which has been allowed as reasonable compensation as 2 
part of the ordinary and necessary expenses of the respective corpora- 
tions. It varies from 46 per cent to 295 per cent. The average of the 
allowances in these cases is about 110 per cent. 

2% Supra note 4. 

2667 Ct. Cl. 626 (1929). 

2 Rogers v. Hill, supra, note 11. 

%77 Cong. Rec. 4534. 

°°78 Cong. Rec. 2439. 

% 78 Cong. Rec. 3252. 
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Business License Taxes in Florida 


Part Il. An Analysis of Business License 
Tax Rates in Florida’ 


By A. Stuart CAMPBELL, Ph. D.* 


-yEFORE considering the Florida business 

B license taxes proper, it might be well to direct 

attention briefly to two corporation taxes, one 

of which has to be paid by every corporation organ- 

ized in Florida, and the other by the majority of 
corporations doing business in the state. 

The first tax is the corporation organization tax,? 
which is levied on every corporation organized in 
Florida, and is based on the value of the authorized 
capital stock of the corporation. The rate is $2 per 
$1,000 up to $125,000; 50 cents per $1,000 on the 
capital between $125,000-$2,000,000 ; and 25 cents per 
$1,000 on capitalization exceeding $2,000,000. This 
tax is assessed and collected by the Secretary of 
State, the date of assessment and due date of the tax 
being the time of incorporation. The whole amount 
goes to the state. In the fiscal year 1931-32, $68,604. 
was collected through this tax. 

The second tax referred to is the corporation an- 
nual filing fees, sometimes called the corporation 
capital stock tax, which is levied on the privilege 
of doing business in the state. Every corporation 
operating in Florida, both domestic and foreign, is 
subject to this tax, except raiiroads, pullman com- 
panies, telephone and telegraph companies, banks, 
trust companies, building and loan associations, in- 
surance companies, cooperative marketing associa- 
tions, corporations not organized for profit, and 
bankrupt companies. 

This tax is based on the invested capital, as rep- 
resented by the capital stock outstanding. The 
rates are as follows: $1,000 on capital stock in ex- 
cess of $2,000,000; $750 on capital $1,000,000- 
$2,000,000; $500 on capital $500,000-$1,000,000 ; 
$200 on capital $200,000-$500,000; $100 on capital 
$100,000-$200,000 ; $75 on capital $50,000-$100,000 ; 
$50 on capital $25,000-$50,000 ; $25 on capital $10,000- 
$25,000; and $10 on capital $10,000 or less. No par 
value stock is presumed to have a value of at least 
$100 per share, but the presumption may be over- 
come by actual proof submitted to the Secretary of 
>tate. - 

The capital stock tax on foreign corporations is 
computed on the capital stock of such companies 
allocated for use in Florida. This amount is ob- 
tained by taking the same percentage of the total 
capital stock, as the assets used in Florida represent 
of the total assets. This tax is assessed and col- 
lected by the Secretary of State, the assessment date 


* Bureau of Economic and Business Research, University of Florida. 

‘This article is the second of a series of three dealing with business 
license taxes in Florida. The first article, which appeared in the May 
issue Of THe Tax Macazine, discussed the history and relative impor- 
tance of business license taxes in Florida. The third article will offer 
suggestions for the revision of the business license tax system in the 
state, 

* Compilation of General Laws, 1927, Title III, Chap. 2, Sec. 5981, 

’General Acts and Resolutions, 1931, Chap. 14677. 


being January Ist, the date of filing the return 
July 1st, and the due date prior to October Ist. The 
entire tax goes to the state. In the fiscal year 
1931-32, $230,000 was collected in corporation capi- 
tal stock taxes. 


Business License Taxes ‘ 


The license tax on railroads is levied annually on 
every railroad doing business in the state, being 
assessed and collected by the State Comptroller as of 
October Ist. This railroad tax is based on mileage, 
the rate being $10 per mile of track in the state, 
including branches, switches, spurs and side tracks, 
as shown by the last assessment of the company for 
property taxation. One-half of the railroad license 
tax is paid into the state treasury, and one-half is 
distributed by the Comptroller to the counties in 
which the railroad is located, on the basis of the 
amount of trackage in such counties. This tax is in 
lieu of all other state and county license taxes on 
railroads. The state and counties received $90,007 
in railroad license taxes in the fiscal year 1931-32, 
half of this going to the state and half to the coun- 
ties in which the railroads are located. 


In addition to the license tax that is paid by the 
railroads to the state and counties, another may be 
imposed by the cities or towns having railroads ex- 
tending into or through their corporate limits. This 
city license tax on railroads is $250 in cities over 
20,000 inhabitants; $150 in cities of 15,000-20,000; 
$100 in cities of 10,000-15,000; $50 in cities of 3,000- 
5,000; $25 in cities of 1,000-3,000; $15 in cities or 
towns of 500-1,000; and $10 in towns of less than 
500 inhabitants. There are in Florida 7 cities of 
over 20,000 inhabitants; 2 cities of between 15,000 
and 20,000; 5 cities of 10,000 to 15,000; 16 cities of 
5,000 to 10,000; 17 cities of 3,000 to 5,000; 62 cities 
of 1,000 to 3,000 ; 58 cities or towns of 500 to 1,000 ; and 
a large number of towns of less than 500 inhabitants.® 
As almost all of these cities and towns are served 
by one railroad, and some of them by two or three, 
some idea of the railroad license taxes paid to cities 
and towns can be gained from these population 
figures. 


However, it must be remembered that the great 
proportion of the taxes paid by the railroads is paid 
through the general property tax. The total taxes 
assessed on the property of the railroads in Florida 
for the year 1931 amounted to $3,821,993, of which 
$281,853 was for state taxes, and $3,540,140 for 
county and district taxes. Then, there are the gen- 
eral property taxes assessed by the cities through 

4 Compilation of General Laws, 1927, Title 6, Chap. 3, Sec. 1238. 


5 Census of the United States, 1930: Bureau of the Census, United 
States Department of Commerce, 
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which the railroads pass, which must be included in 
a consideration of the total tax burden on the 
railroads. 


The license tax on sleeping and parlor car com- 
panies ® operating their cars over any railroad in the 
state is a flat annual rate of $5,500 for the privilege 
of engaging in business. The Comptroller assesses 
and collects it, as of October Ist, the whole amount 
going to the state. No other county or municipal 
license tax can be required of these companies. The 
Pullman Company is the only sleeping and parlor 
car company operating in Florida. 

In addition to this license tax, sleeping and parlor 
car companies are also subject to a tax on gross re- 
ceipts of $1.50 on each $100 of gross receipts. This 
gross receipts tax is likewise levied on all corpora- 
tions, firms or individuals, including municipalities, 
receiving payment for electricity, light, heat, or 
power, natural or manufactured gas, telephone and 
telegraph companies. It is supposed to be based on 
the amount of gross receipts on business done by 
such companies only in the State of Florida. A 
10 per cent penalty is added to the tax if not paid 
on time. This gross receipts tax is assessed by the 
Comptroller January 1st, and paid in full into the 
State Treasury. In the fiscal year 1931-32, the gross 
receipts tax on sleeping and parlor car companies 
produced $4,448. 

The annual license tax on express companies‘ is 
2 per cent of the gross receipts for the preceding 
year. The Comptroller assesses and collects this tax 
on October Ist, basing it on the gross receipts for 
the fiscal year ending the preceding June 30th. 
Sworn reports are required of the companies as to 
their volume of business, and a 10 per cent penalty 
is added to the tax if not paid by November Ist. 
One-half of this tax is paid to the state, and one-half 
returned to the counties in proportion to the assessed 
valuation of the property of the express companies 
within their borders. 


Besides the license tax paid the state and county, 
each city or town in which an express company does 
business is authorized to impose an additional license 
tax, based on the population of the city. This tax 
is $200 in cities of over 20,000 inhabitants; $100 in 
cities of 15,000 to 20,000; $75 in cities of 10,000 to 
15,000 ; $50 in cities of 5,000 to 10,000 ; $37.50 in cities 
of 3,000 to 5,000 ; $25 in cities of 1,000 to 3,000; $12.50 
in cities and towns of 500 to 1,000; and $6 in towns 
of 250 to 500 inhabitants. The list of cities in Florida 
falling within these population groups has been 
given, and as there is usually one express office in 
each city, a computation based on it and the fore- 
going rates should give an approximate idea of the 
amounts paid in license taxes to cities and towns 
by express companies. 


The annual license tax on telegraph systems ® is 
based on a rate of 65 cents per mile, this mileage 
of telegraph lines being computed by taking the 
actual distance from point to point, and not upon 
the number of miles of wire. The Comptroller 
assesses and collects this tax as of October Ist, pay- 
ing one-half of it to the state, and one-half to the 


* Compilation of General Laws, 1927, Title 6, Ch Ss 9. 
shear tee tats. ar 19 itle 6, Chap. 3, Secs. 1239-1240, 
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counties through which the telegraph lines run, in 
proportion to the mileage of the system in each 
county. In addition the telegraph companies have 
to pay the tax on gross receipts, on business done in 
Florida, at the rate of $1.50 upon each $100 gross 
receipts. For failure to report, the Comptroller esti- 
mates the amount of gross receipts and adds a 10 per 
cent penalty. 

A yearly license tax is levied on telephone systems,’ 
owned or operated by any person, firm, corporation 
or company, operating in the state for profit. This 
tax is based on the number of telephones, at the fol- 
lowing rates: 10 cents each for the first thousand 
telephones, or instruments; 8 cents each for the sec- 
ond thousand; and 6 cents on all telephones over 
two thousand. No license tax is required for systems 
having less than 100 telephones or instruments. The 
Comptroller assesses and collects this tax, as of Octo- 
ber Ist. All of it is paid into the state treasury. In 
addition to the foregoing, the telephone companies 
are also subject to the tax of $1.50 per $100 on gross 
receipts, with the 10 per cent penalty provision. 

The annual license tax on street railways *° is 
based on the population of the city, as shown by the 
last official United States or state census. This tax 
is $15 per mile in cities of over 20,000 nonulation, 
and $7.50 per mile in cities of less than 20,000 popu- 
lation. Suburban and interurban electric or gasoline 
railways pay a tax of $5 per mile. The Comptroller 
assesses and collects this tax as of October Ist, all 
of it going to the state. 

The annual license tax on electric light or power 
plants“ is based on the population of the city or 
town being served. It is $300 in cities of over 50 000 
population; $250 in cities of 40,000 to 50,000; $200 
in cities of 30,000 to 40,000; $100 in cities of 20,000 
to 30,000; $50 in cities of 10,000 to 20,000; $40 in 


cities of 3,000 to 10,000; and $10 in cities and towns 


less than 3,000 population. To estimate the total 
amount collected from this tax, reference is made to 
the number of Florida cities in the various popula- 
tion groups. Any company making a minimum 
charge without reference to its meter is charged 
50 per cent more than the foregoing rates. This pro- 
vision does not apply to companies or individuals 
who furnish meters without cost to places of busi- 
ness and residences. Municipal corporations which 
own and operate their own electric or power plants 
formerly had to pay a license tax, but this provision 
has recently -been disputed. This license tax 1s 
assessed and collected by the Comptroller, as 0! 
October Ist, and paid in full to the state. In addi- 
tion, there is the gross receipts tax of $1.50 per $100 
gross receipts. This tax has been bitterly fought by 
some electric light and power companies, with cases 
still in the courts. 


The annual tax on gas plants is very similar to 
the electricity and power tax, being based on the 
population of the city or town where the plant 1s 
located. It is $300 in cities over 50,000 inhabitants; 
$250 in cities of 40,000 to 50,000; $200 in cities o! 
30,000 to 40,000; $100 in cities of 20,000 to 30,000; 

8 Compilation of General Laws, 1927, Title 6, Chap. 3, Sec. 1259, 

* Tbid., Sec. 1260. 

1 Thid., Sec. 1238. 


11 Tbid., Sec. 1143. , 
12 Compilation of General Laws, 1927, Title 6, Chap. 3, Sec, 1171, 
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$50 in cities of 10,000 to 20,000; and $25 in cities or 
towns of less than 10,000 population. The groups 
of Florida cities are again referred to in connection 
with the amount produced by this tax. Gas compa- 
nies making a minimum charge without reference to 
their meters pay 50 per cent more than the rates just 
given, but this provision does not apply to companies 
or individuals who furnish meters without cost to 
places of business and residences. The gas tax is 
assessed and collected by the Comptroller as of Oc- 
tober Ist, and goes entirely to the state. In addition, 
there is the tax of $1.50 on gross receipts of the com- 
pany, which is now being protested by some of the 
gas companies. 


An annual license tax is levied on water compa- 
nies," this being applicable to all individuals or 
companies furnishing water for profit, except those 
persons who have wells for private use, who supply 
not more than twenty-five neighbors with water. 
This license tax is also based on the size of the city 
or town served. It is $300 in cities of over 40,000 
inhabitants ; $200 in cities of 30,000 to 40,000; $100 
in cities of 20,000 to 30,000; $75 in cities of 10,000 
to 20,000; $50 in cities of 5,000 to 10,000; $25 in 
cities of 3,000 to 5,000; $15 in cities of 1,000 to 3,000; 
and $10 in cities or towns having less than 1,000 
population. A computation will show the approxi- 
mate amount produced by this tax. It is assessed 
and collected by the Comptroller, as of October Ist, 
and is paid in full to the state. 


An annual license tax is levied on banks.’* It is 
applicable to every incorporated bank, or other bank, 
and every person, firm, or company having a place 
of business where credits are open for the deposit 
or collection of money or currency, subject to be paid 
or remitted upon draft, checks, or orders, or where 
money is advanced or loaned on stocks, bonds, bul- 
lion, bills of exchange, or promissory notes, or re- 
ceived for discount or sale. Both national and state 
banks are subject to this tax. 


The license tax on banks is based on the capital 
stock of such banks, as follows: $300 on banks with 
a capital stock over $1,000,000 ; $200 where the capi- 
tal stock is $500,000 to $1,000,000; $150 where it is 
between $250,000 and $500,000 ; $50 between $100,000 
and $250,000 ; $25 between $50,000 and $100,000; $15 
between $10,000 and $50,000; and $10 for capital 
stock less than $10,000. This tax is assessed and 
collected by the Comptroller, as of October 1st, and 
goes entirely to the state. 


The annual license tax on insurance companies 7° 
is a flat rate of $200 for life, fire, accident, indemnity, 
surety, and the common forms of insurance compa- 
nies, plus a tax of 2 per cent of gross receipts, or 
receipts from premiums, and plus a further tax on 
insurance agents or representatives. Sick and 
funeral benefit companies pay a flat rate of $100, and 
plate-glass insurance companies $50. Insurance 
companies also pay a tax of $6 to the state for each 
local agent or solicitor; a tax of $25 for each travel- 
ing agent or solicitor; a tax of $10 for each insurance 
adjuster; and a tax of $25 for each insurance rate- 


18 Thid., Sec. 1267. 
4 Tbid., Sec. 1095. 
3 Compilation of General Laws, 1927, Title 6, Chap. 3, Sec. 1182. 
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maker or rate agent. In addition to the state 
license, cities or towns may impose a license tax of 
$3 on local insurance agents and $5 on traveling 
insurance agents. No insurance license tax is re- 
quired of mutual fire insurance companies, or fra- 
ternal, benevolent or health associations. 


The flat rate tax and the tax on agents are due 
October Ist, while the gross receipts tax is due 
February Ist. If this latter tax is not paid by 
March Ist, the license of the company is revoked. 
Each insurance agent must submit an affidavit stat- 
ing that he has not or will not divide his commis- 
sions or offer rebates to any person or company. 
The State Treasurer assesses and collects the various 
insurance taxes for the State Treasury. For the 
fiscal year 1931-32 the insurance companies paid 
$924,258 to the state in license taxes, and taxes on 
gross receipts and agents. Of this amount, $766,900 
was collected from the 2 per cent premium tax, and 
$157,358 from the license tax and the tax on agents. 

The state license tax relating to shows * divides 
such performances into three classes: theatrical per- 
formances, traveling moving picture shows, and all 
other shows. The rate for theatrical perform- 
ances is based on the population of the city or town, 
being $25 for each performance in cities of over 
10,000, and $15 for cities of less than 10,000 popula- 
tion. Traveling moving picture show rates are also 
based on population, being $25 per day in cities of 
over 10,000, and $15 per day in cities of less than 
10,000 population. If other features besides mov- 
ing pictures are shown, these performances are taxed 
as ordinary shows. 

In case the theatrical performances or moving pic- 
ture shows are permanently located, they are sub- 
ject to the following annual license: $200 in cities 
of over 20,000 population ; $150 in cities of 15,000 to 
20,000; $100 in cities of 10,000 to 15,000; $50 in 
cities of 5,000 to 10,000; $10 in cities and towns of 
less than 5,000 population. This license tax does 
not apply to local amateur performances or benefit 
performances of charitable or fraternal organi- 
zations. 


The license tax for the remainder of the shows 
is based on both the population of the city or town 
and the admission price of the show. Where the 
admission is 50¢ or more, the tax per day is as fol- 
lows: $100 for cities of over 10,000 population ; $75 
for cities of 5,000 to 10,000; $50 for cities of 3,000 
to 5,000; and $25 for cities and towns of less than 
3,000 population. Where the admission is between 
25¢ and 50¢, the tax per day is as follows: $75 for 
cities of over 10,000 population; $50 for cities of 
5,000 to 10,000; $25 for cities of 3,000 to 5,000; and 
$15 for cities and towns of less than 3,000 population. 
Where the admission is less than 25c, the tax per day 
is as follows: $50 for cities of over 10,000 population ; 
$30 for cities of 5,000 to 10,000; $20 for cities of 3.000 
to 5,000; and $10 for cities and towns of less than 
3,000 population. Side shows may be operated in 
addition to the main shows by the payment of $10, 
$7.50, and $5, respectively, for the three classes of 
shows, above 50¢, between 25¢-50¢, and less than 25¢. 


16 Tbid., Secs. 1244, 1245, 
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Annual licenses may be issued to any of the shows 
in this class if they are permanently located, upon 
the payment of three times the full amount of the 
daily license tax. When’a show is held within one 
mile of a city or town, it is presumed to be within 
the city or town for the purpose of ascertaining the 
population provisions of this section. There is a 
peculiar provision in this law to the effect that in 
all counties having a population of not less than 
8,050, and not more than 8,100, cities and towns are 
authorized to assess and collect license taxes on all 
traveling shows, amusements, carnivals, etc., in any 
amount, regardless of the amount of the license tax 
imposed by the state. This provision was clearly 
intended to affect one or a very few counties, and 
should be extended to all counties or removed from 
the statutes. 


The annual license tax on stores * is levied on 
the establishment, operation, and maintenance of 
stores by merchants, druggists or storekeepers, con- 
sideration being given to the number of stores and 
the value of the merchandise stock. By stock is 
meant the cash value of merchandise on hand, and 
not the capital stock of the business. If a merchant 
has only one store, or stores in only one county, 
his license may be obtained from the county tax 
collector, but if he has stores in different counties, 
the Comptroller supplies the license. 


The rates for stores, under the 1931 law, are as 
follows: first store, $5; each additional store up to 
15, if located in the same county, $10 each ; two stores 
or more, up to 15, when located in different counties, 
$15 each; 15 to 30 stores, where all are in the same 
county, $15 each; 15 to 30 stores, located in differ- 
ent counties, $20 each; 30 to 50 stores, in the same 
county, $20 each; 30 to 50 stores, located in different 
counties, $30 each; 50 to 75 stores, located in the 
same county, $30 each; 50 to 75 stores, located in 
different counties, $40 each; over 75 stores in the 
same county, $40 each; over 75 stores in different 
counties, $50 each. This law has been fought strenu- 
ously by the chain stores, which charged discrim- 
ination in favor of local stores. It was declared 
unconstitutional by the United States Supreme 
Court on March 13, 1933, in an action brought by 
thirteen companies, each having chain stores in 
Florida.*® 


In addition to the foregoing fees, a tax of $3 on 
each $1,000 merchandise stock is levied under this 
law. A filing fee of 50 cents is required with each 
application for license. The Comptroller assesses 
and collects this tax, as of October lst. After 
April lst, one-half rates apply. To license taxes not 
paid within thirty days, a penalty of 25 per cent is 
added, under the law. However, this penalty has 
been contested. All of the tax goes to the state, but 
each county may levy an additional tax of 25 per 
cent of the state tax on all stores within its borders. 
Cities may likewise levy a tax of 25 per cent 
of the state amount. During the fiscal year 1931-32, 
$80,187 was collected by the state from store licenses. 

A state tax which might well be included with 
the others under consideration is the mileage tax on 


1 General Acts and Resolutions, 1931, Chap. 15624. 


% Louis K. Liggett Co. et al, v, Lee, Comptroller, State of Florida, 
53 Supreme Court, 481, 
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automobile transportation companies.’® This tax is 
levied on the privilege of operating over the high- 
ways, and is based on the mileage traveled. The tax 
on busses is based on the number of passengers car- 
ried, being graduated from %4¢ per mile on busses 
with a capacity of 10 passengers, to 1¢ per mile on 
busses with a capacity of more than 20. The tax 
on trucks and trailers is based on the weight of the 
load, being graduated from 1 cent per mile where 
the capacity is less than 5,500 pounds to 2 cents per 
mile where it is more. Also, a fee of $50 must be 
paid for each application for a certificate of public 
convenience. The Comptroller assesses and collects 
this tax monthly from speedometer readings. This 
tax is in lieu of all other taxes and fees of every kind, 
state, county, or municipal, except ad valorem taxes 
levied upon the property other than motor vehicles 
of automobile transportation companies and the 
gasoline and motor vehicle license tax. 


The disposition of this automobile mileage tax is 
as follows: all of the fees and 10 per cent of all net 
receipts go to the Railroad Commission Fund; all of 
the remaining receipts from “for hire” transportation 
companies are classed with motor vehicle registration 
license receipts, going to the county school fund. 
Of the remainder of the receipts, $25 annually from 
each certificate holder goes to the municipalities 
where depots, stations, warehouses or agencies are 
maintained, and the remainder to the counties over 
whose highways the companies operate. 


State and County Occupational Taxes *° 


The state rates for occupational license taxes are 
determined by the state legislature, and counties are 
instructed to fix their own rates at 50 per cent of 
the state rates. Thus, of the total amount paid in 
state and county occupational license taxes, two- 
thirds goes to the state and one: third to the counties. 
Cities may also fix their rates at 50 per cent of the 
state rates, unless authorized by law to set up differ- 
ent rates. However, most of the cities in the state 
have secured this necessary authority, and use their 
own scale of license tax rates. Gainesville is an ex- 
ample of one of the cities in the state which follows 
the state rates. One important exception to the 50 
per cent scale is the store license division. For this 
license, counties are instructed and cities are author- 
ized to fix their rates at 25 per cent of the state rates, 
instead of 50 per cent. 

These state licenses are assessed and collected 
either by the State Comptroller or State Treasurer, 
and the county licenses are assessed and collected 
by the county tax collectors. The fiscal year for the 
payment of both state and county occupational 
licenses begins October Ist, the licenses being issued 
for not more than one year. One license is custom- 
arily issued for both the state and the county. To 
the rate of each license paid, there is added a fee of 
25 cents, which goes to the county judge. Licenses 
may be transferred, with the approval of the Comp- 
troller, when there is a bona-fide transfer of the busi- 
ness covered by the license. One-half of the regular 

19 General Acts and Resolutions, 1931, Chap. 14764. 

20 Compilation of General Laws, 1927, Title 6, Chap. 3; Compilation of 


Laws Relating to Taxes and Licenses, 1930—State Comptroller; General 
Acts and Resolutions, 1931. 
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fee is charged when the license is taken out after 
April 1st. 


The law provides that the payment of all license 
taxes shall be enforced by the seizure and sale of the 
property in question by the tax collector, State 
Comptroller, or Treasurer. These officials are au- 
thorized to issue a warrant directing the sheriff of 
the county to collect the license tax by levy and 
sale.2* In practice, the tax collectors exercise some 
leniency in the collection of the license taxes. Only 
after an extended period of delinquency do they pro- 
ceed against the licensee’s property. This leniency 
on the part of the collectors is abused by a great 
many taxpayers, who simply refuse to pay their 
licenses. Some easy-going collectors who do not like 
the unpleasantness of calling in the sheriff let these 
individuals escape without paying. This situation 
should be remedied by a more effective method of 
enforcement. 


Where the license tax is based on the value of 
the merchandise stock, the amount of capital stock, 
or the capacity or production of the business, the tax 
collector requires a sworn statement from the 
licensee, attesting the accuracy of the figures sub- 
mitted. No other proof is required, or check made.”* 
In the case of merchant’s stocks, this has resulted in 
gross understatements of stock values, leading to a 
condition of unequal tax levy or partial evasion, 
which should be corrected. 


All farm or grove products, and products manu- 
factured therefrom, are exempt from all state, coun- 
ty, and city license taxes, when offered for sale by 
the grower or producer.” 


Disabled veterans of the World War or Spanish- 
American War are issued licenses to engage in any 
business or occupation, which is carried on mainly 
through their own efforts, without charge. This 
provision includes city licenses, as well as those of 
the state and county. Proof of disability should be 
made by a Government disability rating of 10 per 
cent or more, a Government pension certificate, the 
affidavit of an examining physician, or a statement 
from the veterans’ post in the city or town where 
the disabled veteran lives.2* This veteran’s exemp- 
tion privilege has been abused so greatly by indi- 
viduals putting businesses into veteran’s names to 
avoid paying the license tax, or veterans claiming 
disability where none exists, that both county and 
city tax collectors all over the state are demanding 
its reform or repeal. 


Confirmed cripples or invalids, physically. in- 
capable of manual labor, Confederate Veterans of 
the Civil War, and widows dependent upon their 
own exertions, are allowed to peddle without a 
license, provided their capital does not exceed $500.?° 


Each county judge is required to make a report 
to the Comptroller, once a month, showing the 
amount collected in state and county license taxes. 
He is also required to publish, once a year, in a 


newspaper in the county, a complete list of all the 





21 General Acts of 1913, Chap. 6421, Secs. 59-60. 
22 Thid., Sec. 58. 
28 General Acts of 1915, Chap. 6924, Sec. 1 


Pe General Acts of 1927, Chap. 12110; General Acts of 1929, Chap. 
3876. 


3 General Acts of 1929, Chap. 14491, Sec. 20, 





THE TAX MAGAZINE 307 


licenses issued during the year, showing the date 
issued, name of licensee, occupation and amount 
paid. The state pays for two-thirds the cost of this 
and the county one-third.” 


In the analysis of the state and county license 
rates, a complete list of them was compiled by the 
author of this article. In this connection, attention 
should be called to the fact that these rates are not 
clearly classified, or even listed in strict alphabetical 
order in the Comptroller’s Compilation of Laws Re- 
lating to Taxes and Licenses, and the phraseology 
explaining some of the taxes is faulty, being ambigu- 
ous in some cases. The attempt was made to list 
the taxes as accurately as possible, retaining for each 
the title that appears in the Comptroller’s Compila- 
tion, although it is thought that some of these titles 
should be more specific. The grouping of the taxes 
was also kept unchanged, although it could unques- 
tionably be greatly improved. Because of the length 
of this table, it could not be published in this article, 
but short lists have been selected from it, of occu- 
pational rates singled out for special discussion. It 
should be borne in mind, that where reference is 
made to occupational rates, the state rate only is 
given, and the county rate is one-half of this, so 
that the combined state and county rate is 50 per cent 
more than the rate shown 


Table VII 


PROHIBITORY STATE OCCUPATIONAL LICENSE TAX RATES 


Advertising—Patent Medicine by Minstrel, Vaudeville, etc.: $100 each 
county. 

Agents—Automobile—Non-Resident: $50 each county. 

Agents—Building and Loan Associations—Foreign: $200. 

Agents—Itinerant—Selling Directly to Consumer: $50 each county. 

Astrologers: $500 each county. 

Auction Shops—Temporary (During Tourist Season): $1,000. 

Canvassers—Retail Selling for Non-Resident Dealers: $200. 

Clairvoyants or Spirit Mediums—For Profit: $500. 

Drovers and Horse-Traders—Selling, Auctioning, or Trading Livestock: 
$500 each county. 

Emigrant Agents—Soliciting Laborers to Leave State: $2,000 each 
county. 

Fortune Tellers: $500 each county. 

Gift Enterprises—Person or Corporation Offering Gift with Purchase: 
$25; Migratory Dealer or Agent Offering Prizes, $100 each county. 

Gypsies: $100 each county. 

Hypnotists—Professional: $500 each county. 

Lightning Rod Dealers: Permanently Located, $25; Non-resident, $50 
each county. 

Mental Healers, or Persons Healing by Absent Treatment: $200 each 
county. : 

Mercantile Agencies: $50 each county where office established. 

Merchants—Itinerant: Stocks $100,000-$200,000, $2,000; $100-$500, $50. 

Merchants—Using Trading Stamps: $250 each place of business. 

Oil Well Stock Salesmen: $100 each county. 

Oriental Goods—Sold at Auction: $500 (Includes imported or fancy 
manufactured goods). 

Palmists: $500 each county 

Patent Rights—Persons Selling : $50 each county. 

Peddlers—Drugs; Itinerant Doctors: $250 each county. 

Peddlers—Medicine: $100 each county. 

Peddlers—Stoves and Clocks from Wagons: $75 each county. 

Peddlers—Tinware, Woodenware, Stone or Clay, Tanners: $35 each 
county. 

Peddlers—Other Merchandise: $150 each county. 

Picture Agents—Traveling: $50 each county. 

Trading Stamp Firms, Persons, or Corporations: $1,000 each county. 


In the analysis of the occupational license tax 
rates, Table VII has been prepared, which contains 
the rates that appear to the author to be prohibitory, 
or which were passed for the purpose of keeping in- 
dividuals or companies from engaging in certain 
occupations in the state. This is done, not by direct 
prohibition, but simply by fixing the rates for such 
occupations so high as to make it impossible for per- 
sons to pursue them profitably. 


2% General Acts of 1913, Chap. 6421, Sec. 62. 
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It is difficult to see the necessity for the majority 
of rates in the list, although the wisdom of some of 


the foregoing prohibitions is unquestionably sound, 
and such prohibitions might be continued. How- 
ever, it seems that a better method of keeping occu- 
pations out of the state, when they are deemed un- 
desirable, would be by direct prohibition, rather than 
resorting to the subterfuge of a high tax rate. 


Table VIII consists of what are designated as 
discriminatory occupational license taxes, meaning 
that, in the opinion of the author the rates are higher 
for these occupations, than those for similar occupa- 
tions, or for persons or companies with similar earn- 
ing capacity. For some of the occupations it was 
desired simply to show the greater extent to which 
out-of-town, out-of-state, or traveling dealers, agents, 
and professional men are taxed, as compared with 
individuals permanently located. It appears that it 
was the intention to discourage some activities, such 
as advertising by billboards; bankrupt sales; bond 
makers; money lenders and pawnbrokers; various 
forms of peddling; dealing in arms, cider, etc., and 
such places as dancing schools, public dance halls, 
concerts, and roof garden shows. 


Table VIII 


STATE OCCUPATIONAL LICENSE TAX 
RATES 


Advertising—Agencies—Signboards or Billboards: More than 10 coun- 
ties, $200; Less than 10, $75. 

Advertising—Distribution of Circulars or Advertisements: $10 each 
county. (Local merchants excepted.) 

Agents—Fertilizer—Foreign: $15 each county. 

Agents—Monuments & Tombstones: Foreign or Traveling, $15 each 
county; Local, $5. 

Agents—Sewing Machines—Not taxed as Merchants: $10 each county. 

Apartment Houses: 50c each room, 25c each bathroom. 

Arms Dealers: $50. 

Bankrupt Sales: $250 each sale. 

Boarding Houses or Hotels: Over 300 lodgers, $200; Less than 15, $5. 
(Widows excepted from this tax.) 

Bond Makers: $100. (Not applicable to guaranty companies.) 

Book Agents—lItinerant: $50. 

Cider Dealers: $50. 

Coffin Manufacturers: $50. 

Dancing Academies: Cities over 50,000, $100; Less than 7,000, $20. 

Dentists: Permanently Located, $10; Non-resident or Traveling, $25 
each county. 

Ice te al Capacity over 150 tons per day, $200; Less than 10 
tons, $10. 

unk Dealers: Local, $50; Migratory, $10 each county 

oe” at Railroad Stations: Cities over 20, 000, $50; Less than 

Messenger Service Systems: Cities over 10,000, $50. 

Money Lenders: $100. (Not applicable to banks.) 

Naval Stores Factors: Capital stock over $2,000,000, $500 each place of 
business; Less than $100,000, $25 each place of business. 

Nurserymen—Non-Resident: $25 each county. 

Oculists: Permanently Located, $10; Non-resident or Traveling, $25 
each county. 

Opticians: Permanently Located, $10; Non-resident or Traveling, $25 
each county. 

Pawnbrokers: Cities over 10,000, $150 each place of business; Less 
than 10,000, $100. 

2 in Boats: Boats over 40 feet in length, $45; Less than 40 
eet, $15. 

Photographers: Permanently Located, $5 each; Non-resident or travel- 
ing, $10 each county. 

Physicians: Permanently Located, $10; Non-resident or Traveling, $25 
each county. 

Piano and Organ Dealers: $100 each county. (Not applicable to regu- 
lar merchants.) 

Portable Stores: $50 each county. (Not applicable to farmers selling 
own products.) 

Public Dance Halls, Within or Without City Limits: $100. 

Refrigerator and Tank Cars Operated by Company or Association: $500. 
(Railroads excepted.) 

Shows, Concert Halls, Roof Gardens, and Places Where Refreshments 
wo by Female Waitresses: $100; (License for one night only, 
25). 

Stock or Security Salesmen: $10 each county. : 

Toll Bridges—Not Owned by County or Municipality: $250. 

Undertakers and Embalmers—Work Combined: Cities over 10,000, $100; 
Less than 5,000, $25. 


DISCRIMINATORY 


Some of the foregoing rates are justified; others 
are higher than they should be; and still others are 
not necessary at all. For instance, the 25 cent tax 
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on each bathroom in an apartment house might cause 
more harm to the health and morale of the people 
than it brings in revenue to the state. The high 
taxes on piano and organ dealers, dancing schools 
and roof gardens, also appear to be unnecessary. 
Instead of charging a discriminatory license rate to 
dealers in fire-arms, dynamite, etc., the sale of these 
products could better be regulated by requiring a 
permit to be secured by the purchaser, such permits 
to be restricted to persons of good character. 


Besides containing unusually high tax rates, an 
examination of the state license tax rate table will 
show that some of the rates are unusually low. It 
was not considered necessary to make a separate 
table for these, but some of them will be mentioned. 
Canning factories are charged a rate of $2.50, and 
packing houses for meat, vegetables, fruit and to- 
bacco, only $10. Barber shops pay $1 per chair up 
to five chairs. Boatyards pay a $5 tax, regardless of 
size. Bootblack stands up to 10 seats pay $2, and 
boot and shoe repair shops, $5. Restaurants seating 
up to fifteen persons pay a $5 tax. Tinsmiths pay $3, 
and woodyards, $5. Carriage and wagon factories, 
and cotton ginneries pay $5, and a large number of 
other factories pay only $10, irrespective of size or 
capacity. Some of these manufacturing plants are 
very large and earn big profits. Professional men, 
such as lawyers, physicians, dentists, accountants, 
architects, engineers, etc., pay the low rate of $10, 
when they might be receiving a very large income. 

The 1931 store license tax scale raised the rates 
on merchants considerably, and to obtain equality of 
taxation, the rates should also be raised on other 
occupations and activities. For example, certain 
other dealers, who are not at present subject to the 
merchant’s tax, should be included in it. Manufac- 
turing companies should pay rates in.proportion to 
their size. Professional men enjoying large incomes 
should pay higher license fees. A number of other 


classes which enjoy rates that are too low could also 
be mentioned. 


Table IX shows a list of forty-eight manufactur- 
ers, the majority of whom are charged different 
license rates, or rates computed on different bases. 
Boat builders pay a license according to the size of 
the boats built; boiler and machine shops according 
to invested capital; bottling plants on the filling 
heads of machines; cigar factories on the number of 
workers ; distillers of turpentine a graduated tax 
based on output; ice cream manufacturers accord- 
ing to the population of the city where they are 
located; ice factories on capacity; lime kilns, a rate 
on each ton of output; rock crushing plants, a tax 
on each machine; and other manufacturers, flat rates 
which do not vary, regardless of the size or output 
of the plant, or the income of the owner. Even these 
flat rates are not the same for different manufac- 
turers. Most of the manufacturers paying the flat 
rate, pay $10; but canning factories are charged only 
$2.50; carriage and wagon factories, and cotton gin- 
neries, $5; while paint manufacturers and tractor 
factories are charged $25; and coffin manufacturers 
$50. There seems to be no reason for this difference 
in flat rates. Also, the arbitrary bases upon which 
(Continued on page 328) 
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DIGESTS OF ARTICLES ON TAXATION IN CURRENT 
LEGAL PERIODICALS 








STATE TAXATION OF INTERSTATE | a motor vehicle registration tax is constitu- 


MOTOR CARRIERS* 


Paul G. Kauper, Research Assistant, Univer- 
sity of Michigan 


32 Michigan Law Review, December, 1933, 
pp. 171-220, January, 1934, pp. 351-368 


Though the Supreme Court has never 
had occasion to express its views as to the 
gasoline tax in its relation to interstate 
motor carriers, it has been confronted with 
a series of cases involving automobile 
registration taxes. Among the _ several 
States there is a great diversity in the 
choice of basis or standard for computing 
the motor vehicle registration tax. The 
factors employed include piston displace- 
ment, value, flat rate, horsepower, wheel 
equipment, carrying capacity, weight, gross 
receipts, and mileage. Indeed, the States 
have also differentiated between classes of 
vehicles on the ground of the nature of the 
service rendered by such vehicles. In the 
first place, vehicles used for commercial 
purposes are not generally taxed on the 
same basis as private passenger cars. In 
the second place, motor vehicles operated 
for hire by motor transportation companies 
are subjected to special kinds of taxes. 
These are generally either passenger-mile 
or ton-mile levies, or gross receipts taxes. 
Where this special carrier-for-hire tax is 
superimposed upon the basic motor vehicle 
registration taxes it is a highway tax of an 
unique kind. Essentially it serves the pur- 
pose of a business tax of the special fran- 
chise variety. 


The cases of Hendrick*v. Maryland, 235 
U. S. 610 (1914) and Kane v. New Jersey, 
247 U. S. 160 (1916), made it clear that 
non-resident motorists passing through a 
State in private passenger cars were not 
immune to state registration taxes any 
more than from a “highway toll” in the 
traditional sense. Legislatures that were 
agreeable to the general scheme of 
reciprocity and exemption laws with re- 
spect to non-resident motorists passing 
through the State in private passenger cars 
did not, however, favor extending such 
exemption and reciprocity privileges to 
non-resident operators of heavy buses and 
trucks that made generous and continuous 
use of the State’s highways. In Clark v. 
Poor, 274 U. S. 554 (1927), the Supreme 
Court held valid a special tax imposed by 
Ohio on an interstate common carrier 
truck operator, on the theory that it was 
a levy to compensate the State for the use 
of its highways. In Sprout v. South Bend, 
277 U. S. 163 (1928), however, a license 
fee levied on bus operators was held in- 
valid, as to an interstate bus operator that 
had already paid the regular state registra- 
tion tax. There was nothing to show that 
the proceeds of the license fee were to be 
applied to the construction or maintenance 
of the streets and the Court declared that 
the tax could not be sustained “either as 
an inspection fee or as an excise for the 
use of the streets of the city.” These and 
other decisions justify the conclusion that 

* The first instalment of this article appeared in 


32 Michigan Law Review, November, 1933, pp. 1-35, 
L. P. D., 1934, § 6501. 


tional as 
carriers if and only if it can be said to be 
compensatory for the use of the highways. 
The State may rely upon 
the imposition” to indicate the compensa- 
tory character of the tax or it may make 
an affirmative showing of the compensa- 
tory character of its registration tax by 
expressly allocating the proceeds thereof 
to highway purposes. It is 
whether a mere declaration by the legisla- 
ture that the tax was levied as compensa- 
tion for the use of the highways be a 
sufficient indication of its compensatory 
character, 
from the context of the statute, that the 
tax levied is a general occupational privi- 
lege tax. 
tion of policy is not to be cavalierly 
brushed aside by the Court, but standing 
alone it cannot be given great weight. 
carrier may, of course, rebut the presump- 
tions of validity and show that the tax is 
not compensatory or is discriminatory as 
applied to him. 





applied to interstate motor 


“the nature of 


doubtful 


especially where it is obvious 
Certainly a legislative declara- 


The 


The plainest case of discrimination 
occurs when an interstate carrier is re- 


quired to pay a tax which an intrastate 


carrier is not required to pay. A mere 


difference in method of computation does 
not in itself establish discrimination. 


On the whole very little attention has 
as yet been given by the Supreme Court, 
the lower Federal courts or the state su- 
preme courts to the problem of working 
out proper bases for computing registra- 
tion taxes which will measure in an 
accurate way the use made of the high- 
ways. About all that the Supreme Court 
has definitely said is that a tax based on 
the mileage factor does measure the use 
made of the highways. In a very recent 
case of Hicklin v. Coney, U. S. Law Week., 
Dec. 5, 1933, Index p. 264, at 265, the 
Supreme Court held that a tax graduated 
on the basis of carrying capacity is valid 
as to an‘interstate motor carrier. The 
Court said that “unquestionably” carrying 
capacity had “a direct relation to the wear 
and hazards of the highways.” 


Reciprocity privileges for motor carriers 
for hire that operate only irregularly and 
use the highways of the State only 
sporadically, as well as for trucks used in 
private operation, appears to be a sound 
policy which legislatures will do well to 
continue. But as a general rule no exemp- 
tion or reciprocity privileges are extended 
to motor carriers for hire who operate on 
regular schedules, with the result that 
interstate bus companies suffer from over- 
lapping taxation by way of registration 
taxes and superimposed carrier-for-hire 
taxes. The very fact that it has been held 
that States may exact compensation of 
interstate motor carriers refutes the idea 
that reciprocity is demanded by the Com- 
merce Clause. This does not mean that 
the Court will remain oblivious to the pro- 
test of the interstate motor carrier that 
motor vehicle taxes are falling in a dis- 
proportionately heavy way upon it. The 
heart of the difficulty is the imposition of 
a registration tax based on weight or some 
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in fact against 
seems that registration taxes ought to take 
account of the actual use made of the 
highways. 
the basic registration taxes and the super- 
imposed carrier-for-hire taxes should re- 
flect the mileage factor. 
interstate carriers not operating on regu- 
lar schedules, 
problem of enforcing a mileage tax be- 
comes difficult, the Court might fairly insist 
on some other scheme of apportionment, 
such as one based on average extent of 
operations within the State in relation to 
total operations. 
istrative problem of enforcing a tax appor- 
tioned on the basis of highway use is 
insuperable as to this type of carrier the 
States will do 
exemption and reciprocity legislation in 
order to take care of the situation. 


of motor vehicle taxes 


as distinguished from local 


predominantly of a local character. 





other factor and not proportioned accord- 
ing to the use made of the highways. 
crucial question, then, is whether a regis- 
tration tax based on the weight factor 
alone can be upheld as applied to the inter- 
state carrier; 
require its modification to bring in the 
mileage or extent-of-use factor as could 
be done by levying a ton-mile tax. 


The 


or will the Supreme Court 


In order that there be no discrimination 
interstate commerce it 


It seems necessary that both 


With regard to 


where the administrative 


If even then the admin- 


well to adopt uniform 


As to the question of fairness of amount 
some relevant 
principles are: (1) The taxes should be 
levied on the basis of the costs of con- 
structing and maintaining improved high- 
ways. (2) The taxes should be used to 
defray the expense of constructing and 
maintaining highways of general use only, 
county and 
township roads on which the traffic is 
(3) An- 
nual registration taxes should be computed 
on the basis of the annual cost of construct- 
ing and maintaining general use of high- 
ways. (4) In determining whether special 
motor vehicle taxes total more than the 
annual costs of highways of general use, 
a statistical study of a given year ought 
not to be deemed conclusive. 

Even with the aid of the statistics and 
other data being accumulated, an_ inter- 
state motor carrier faces a difficult task 
in attempting to show that a highway tax 
is excessive. In the first place, it is not 
certain that the Supreme Court will accept 
the principles of highway finance that have 
been suggested and that meet general ap- 
proval at the present time. In the second 
place, the necessity of taking a long-time 
view of the highway finance system cuts 
off the chance of an immediate attack on 
legislation which imposes an excessive tax 
on motor carriers. This emphasizes still 
more the importance of allowing the inter- 
state motor carrier to attack a registration 
tax which is not proportioned on a mileage 
basis. 

It has been held that a State can not 
enjoin the carrying on of interstate busi- 
ness_in order to enforce the tax. It may 
be doubted whether this principle should 
apply to interstate motor carriers. In the 
first place the tax is compensatory and 
the State should have the same right as the 
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old turn-pike proprietor to refuse permis- 
sion to use the highways until the tax is 
paid. Moreover, most motor carriers have 
little fixed investment as compared with 
the heavy fixed investments of railroads 
and telegraph companies, and it is not at 
all certain that a defaulting motor carrier 
will have any leviable property in the State 
to discharge its liability for taxes. A State 
may deny permission to an _ interstate 
motor carrier to use its highways if the 
carrier fails to comply with legitimate 
police regulations. It should also be al- 
lowed to enjoin the carrier’s operations on 
failure to pay compensatory taxes for the 
use of the highways. 


The validity of several business taxes as 
applied to interstate motor carriers needs 
to be noticed. Many of these carriers are 
organized in corporate form, and are sub- 
ject to a tax on their corporate privileges. 
Such a tax assessed against a domestic 
corporation engaged in interstate com- 
merce is valid if it is assessed either as a 
lump fee, or as a percentage of the capital 
stock. But a motor carrier that is en- 
gaged solely in interstate transportation is 
not subject to a corporate privilege tax in 
any other State than that of its incorpora- 
tion. However, a motor carrier incor- 
porated in a foreign State and engaged in 
both interstate and intrastate business is 
subject to a tax on the privilege of doing 
the intrastate business in corporate form. 
But such a tax is invalid if it is computed 
by taking a percentage of the entire capital 
stock, and if an appreciable part of the 
corporation’s property is located outside of 
the State. 


It is not within the power of a State to 
deny to any person or company the privi- 
lege of doing interstate business. But an 
interstate motor carrier which is also doing 
intrastate business may be subjected to an 
occupational tax on the privilege of doing 
the local business. In imposing such a tax 
the State cannot refer to the carrier’s prop- 
erty outside the State or to the receipts of 
the interstate business as a basis of com- 
putation or measurement. 


A tax is invalid as to those doing inter- 
state business not only if it is a flat or 
graduated privilege tax, but also if it is a 
privilege tax measured by the amount of 
business done in interstate commerce. The 
Supreme Court has repeatedly held that 
those engaging in interstate transportation 
cannot be subjected to a special privilege 
tax levied on their gross receipts, as such. 
A State may, however, tax net income, as 
such, even though this be derived from 
interstate commerce. But in taxing the net 
income of a company engaged in interstate 
business the State must limit itself to that 
proportion of the total net income fairly 
attributable to business done in the State. 
An allocation fraction, based on the pro- 
portion of total net income which the value 
of the real and tangible personal property 
owned within the State bears to the total 
value of the company’s real and tangible 
personal property everywhere, is prima 
facie a reasonable method of allocation. 
With respect to an interstate motor car- 
rier, a tax on that proportion of its total 
net income represented by the proportion 
of its mileage within the State to the 
mileage of its entire system would also 
seem to be valid. 


A franchise tax is distinctly a business 
tax, and pre-eminently a business tax of 
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the type that is imposed upon public 
utilities. It is fitting that there should be 
imposed upon motor transportation com- 
panies special franchise taxes like those 
now levied upon the established utilities. 
The Supreme Court has, however, held 
that a State cannot deny a certificate of 
convenience and necessity to an interstate 
motor carrier on the ground that existing 


transportation facilities are already furnish- 


ing adequate services. Obviously, there- 
fore, there is no franchise in the nature of 
monopoly or quasi-monopoly privileges 
which is taxable by the States. 

But it is said that an interstate motor 
carrier along with all motor carriers en- 
joys a special privilege or franchise even 
though it has no certificate of convenience 
and necessity and is not protected against 
competition. It is true that the special tax 
superimposed on motor carriers for hire, 
because of their extraordinary use of the 
highways as a place of business, is con- 
sidered by students of taxation and 
economics as a business tax comparable in 
character to the special franchise tax levied 
on other public utilities. Legislatures have 
not in all instances sharply differentiated 
between the special tax on motor carriers 
for hire and the basic registration tax im- 
posed upon all motor vehicles. But cer- 
tainly the language of some of the statutes 
make it clear that the tax is intended as a 
special excise on the business itself. When 
the Court labels such a tax a compensatory 
one, as in Clark v. Poor, it places the legis- 
latures in an awkward position. The only 
justification for imposing such a tax as a 
highway privilege tax in form is that it 
meets the purely legal requirements. 

The Supreme Court has held in numer- 
ous cases that a State may tax the “going 
concern” value of an interstate carrier. 
Each State in which the interstate com- 
pany operates may appropriately tax a por- 
tion of its going concern value as a 
property value. These intangible values 
have a situs for taxation purposes wherever 
the business is carried on. The taxing 
power of the State may reach these in- 
tangibles not only by levying directly upon 
the going concern value of the interstate 
carrier business, but also by levying upon 
the gross receipts in lieu of the aggregate 
of property taxes. That is, though a tax 
on gross receipts as such is invalid, a tax 
on an interstate carrier's gross receipts 
from business done within the State may 
be valid if the gross earnings are merely 


referred to as a measuring rod in assessing 


the carrier’s property within the State. 
Though the Supreme Court justifies the tax 
on going concern value, or on gross re- 
ceipts in lieu thereof, as a property tax on 
intangible values, it is clear that such taxes 
imposed by the States, insofar as they 
reach excess property values, likewise 
serve the purpose of special business 
franchise taxes. In other words; the car- 
rier-for-hire tax and the tax on going con- 
cern value serve the same purpose. It 
seems improbable that the Supreme Court 
will allow a State to impose both of these 
taxes on an interstate motor carrier at the 
same time, since they are really the same 
tax levied twice and would probably result 
in a double burden on interstate motor 
carriers as compared with other types of 
utilities. 
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SOME RECENT DECISIONS ON THE 
LAW OF TAXATION 


Stanley Morrison, Professor of Law, 
Stanford University 


22 California Law Review, March, 1934 
pp. 277-310 


The case ‘of the year on jurisdiction js 
Burnet v. Brooks, 288 U. S. 378 (1933). It 
involved the levy of a federal estate tax 
upon the succession to certain property of 
an intangible nature belonging to a non- 
resident alien. The bonds and stock cer- 
tificates involved were in the possession of 
agents within the United States. The case 
makes it clear that the jurisdiction of the 
federal government to tax is not subject 
to the limitations which have been im- 
posed upon the states. The court ap- 
proached the issue from the point of view 
of international law, and pointed out that 
so far as international relations were con- 
cerned, ample justification for the exercise 
of jurisdiction was present. 


Another fundamental constitutional limi- 
tation consists in the requirement of uni- 
formity of taxation. In JVilliams v. City 
of Baltimore, 289 U. S. 36 (1933), the con- 
stitutionality of a Maryland statute which 
exempted from taxation for two years the 
property of a specific railroad was involved. 
Making a realistic approach to the prob- 
lem, the Court viewed the situation not as 
a type, but in the light of its factual back- 
ground. Circumstances were present here 
which would fairly justify the legislature in 
treating this as a special case. Formal 
classification is unnecessary and an indi- 
vidual exemption is not arbitrary, when 
from the point of view of the public inter- 
est the case presents an individual problem. 


This unanimous opinion may be con- 
trasted with the,decision of the majority of 
the Supreme Court in Liggett Co. v. Lee, 
288 U. S. 517 (1933), involving the trouble- 
some question of excise taxes on chain 
stores. The Florida statute involved made 
the amount of the fee per unit dependent 
not only on the number of stores operated 
within the state, but also upon whether 
these were located exclusively in one 
county or in more than one county. The 
critical question was whether any reason- 
able basis for classification could be found 
in this matter of county location. By a 
six-to-three vote the Court held not. The 
dissenting opinions of Mr. Justice Cardozo 
and Mr. Justice Brandeis show that the 
merits of the case leave ample room for 
debate. 


As illustrative of the normal freedom 
which the legislatures possess in classify- 
ing for tax purposes, reference may be 
made to Broad River Power Co. v. Query, 
288 U. S. 178 (1933). There a South Caro- 
lina statute imposed an excise on the 
production and sale of electric power, by 
water power or steam power, while genera- 
tion by the use of oil or internal combus- 
tion engines was not taxed. But the 
Supreme Court had no difficulty in finding 
a reasonable basis for this classification. 

In several cases where the imposition of 
a tax was attacked on the ground that the 
tax was a burden to a governmental in- 
strumentality, the immunity sought was 
denied. In Board of Trustees of the Uni- 
versity of Illinois v. United States, 289 U. S. 
48 (1933), the court pointed out that the 
levy of tariff duties is attributable not only 
to the taxing power but also to the power 
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of the federal government to regulate for- 
eign commerce, and so far as the latter is 
concerned the federal power is complete 
and is exercised to the exclusion of state 
authority. In Burnet v. Jergins Trust, 288 
U. S. 508 (1933), the taxpayer had obtained 
from the city an oil and gas lease of lands 
used in connection with the municipal 
water system, the city to receive a per- 
centage of the proceeds from the oil and 
gas. It was held that the income derived 
by the lessee from the lease was subject 
to federal income tax. So in Indian Terri- 
tory Illuminating Oil Co. v. Board of Equali- 
zation, 288 U. S. 325 (1933), the oil derived 
from an oil and gas lease of Indian lands 
was held subject to state ad valorem taxa- 
tion. In People v. Standard Oil Co., 85 Cal. 
Dec. 559, 22 Pac. (2d) 2 (1933), it was held 


U. S. 670 (1933). Income permanently ap- 
plied by the act of the taxpayer to pay the 
premiums on his life insurance policies is 
income used for his benefit in such a sense 
and to such a degree that there is nothing 
arbitrary or tyrannical in taxing it as his. 


Another group of cases present some 
problems arising out of mineral leases. In 
Burnet v. Harmel, 287 U. S. 103 (1932), the 
taxpayer leased oil lands in return for 
bonus payments and royalties measured by 
the production of oil and gas. The litiga- 
tion was over the question of how profit 
resulting from the bonus payments should 
be returned. The taxpayer contended that 
the cash received constituted gain from a 
sale of capital assets and should not be 
taxed at the regular rates as ordinary in- 


















@l}come. It was held that it should be taxed 
that the state could collect from a dis-| 4, ordinary income. In reaching this re- 
tributor of gasoline a tax based upon sales|sujt the Supreme Court once again 


to the army post exchange located on a neglected technicalities of title in order to 


military reservation. 

On the question of state interference 
with interstate commerce, it was held in 
Nashville, Chattanooga & St. Louis Ry. v. 
Wallace, 288 U. S. 249 (1933), that the state 
tax imposed was not one imposed upon the 
use of fuel as an instrument of commerce, 
but on the contrary was imposed with re- 
spect to the storage and withdrawal from 
storage of the gasoline, which activities 
were completely accomplished before the 
interstate use began. ‘Therefore the bur- 
den of the tax was too indirect and remote 
from the function of interstate commerce 
itself to transgress constitutional limita- 
tions. This line of distinction between 
valid and invalid gasoline taxes is drawn 
even more finely in Edelman v. Boeing Air 
Transport, Inc., 289 U. S. 249 (1933), where 
it was held that a state may validly tax 
the “use” to which gasoline is put in with- 
drawing it from storage within the state, 
and placing it in the tanks of planes, not- 
withstanding that its ultimate function is 
to generate motive power for carrying on 
interstate commerce. By the familiar 
process of limiting the force of the deci- 
sion to its exact facts, the Supreme Court 
has reduced Helson v. Kentucky, 279 U. S. 
245 (1929) to a position of practical in- 
significance. 

In the field of inheritance taxation, the 
year has produced no striking develop- 
ments. Probably the most important case 
is Burnet v. Brooks, already discussed under 
the head of jurisdiction. The statutory 
provisions taxing transfers inter vivos were 
the subject of litigation, however, in 
Burnet v. Guggenheim, 288 U. S. 280 (1933), 
in Porter v. Commissioner of Internal Reve- 
nue, 288 U. S. 436 (1933), in Gwinn v. Com- 
missioner of Internal Revenue, 287 U. S. 224 
(1932) in Third National Bank & Trust Co. 
v. White, 287 U. S. 577 (1932), and in Guar- 
anty Trust Co. of New York v. Blodgett, 287 
U.S. 509 (1933). 

Out of the flood of litigation over the 
federal income tax, space does not permit 
mention of more than a few cases. In 
order to prevent evasion of the income tax 
by the creation of trusts Congress pro- 
vided in 1924 that the income of revocable 
trusts shall be taxed to the settlor. In 
Reinecke v. Smith, 289 U. 172 (1933), 
this was held to be constitutional. The Act 
of 1924 also provided that in certain cir- 
cumstances even the income of an ir- 
revocable trust should be included in 
computing the net income of the settlor. 
This was upheld im Burnet v. Wells, 289 











decide a tax problem upon the basis of 
the broader consideration that the eco- 
nomic consequence to the lessor is the 
same in either type of lease. 
conclusion reached in this case was re- 
affirmed in Murphy Oil Co. v. Burnet, 287 
U. S. 299 (1932), and in Bankers Pocahontas 
Coal Co. v. Burnet, 287 U. S. 308 (1932). 


The general 


THE SALES TAX AND TRANSAC- 


TIONS IN INTERSTATE 
COMMERCE 


E. M. Perkins, Institute for Research in 


Social Science, University of North 
Carolina 


12 North Carolina Law Review, February, 


1934, pp. 99-119 
The development of state sales taxation 


in recent years has made the taxpayer and 


the tax official increasingly aware of the 
Commerce Clause in the Federal Constitu- 
tion and its restrictions on taxation. There 
is nothing new in the constitutional plight 
of the sales tax. It has been an almost 
annual function of the Court to nullify 
privilege taxes impinging on _ interstate 
commerce.- Yet in some other forms of 
taxation involving such commerce the de- 
cisions, though perhaps not their language 
have come a long way from the absolutes 
of Chief Justice Marshall in Brown wv. 
Maryland, 12 Wheat. 419 (1827). The states 
can tax net income derived from interstate 
commerce and they can tax the property 
employed therein. And even in privilege 
taxation, though adhering to the precepts 
of the immunity of interstate commerce, 
the Court has indicated of late a tendency 
to find that the tax does not fall on that 
commerce. 


The position of the sales tax will be 
unique, however, if that form of taxation 
continues in development and becomes 
one of the major sources of revenue. It 
will suffer most from the immunity of 
interstate commerce. Is it desirable to 
continue this discrimination against intra- 
state business? 


There can be no doubt that the Supreme 
Court’s nullification of state taxes which 
discriminate against interstate commerce 
has contributed to the harmonious rela- 
tions among the states. There is today as 
much need for this restraining hand as 
there was in 1787. If it were a question 


of impairing the indispensable freedom of 
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commercial relations among the states, the 
answer should be that the present discrimi- 
nation against local enterprise is a small 
price to pay for the benefits accruing to 
the nation. It is believed, however, that 
interstate commerce could be made to pay 
its way without obstructing this commerce. 

In the face of the interdiction against 
the application of its tax to interstate com- 
merce, however, how may a consumers’ 
sales tax state effectuate its program? 
Suppose a state, which has a three per 
cent retail sales tax, imposed on the use 
of goods within the state a tax of three 
per cent of the purchase price, but pro- 
vided that if the merchant selling the foods 
paid to the state three per cent of the sales 
price then the user would not be liable to 
the tax. This does not try to reach any 
extraterritorial values, nor does it dis- 
criminate against interstate commerce. It 
is believed that the decisions would sustain 
this type of legislation imposing a like tax 
on use and on sale. Assuming it is con- 
stitutional, however, this does not seem 
to solve the administrative problem. 


In a more direct effort to correct the 
disadvantageous position of the sales tax, 
the North Carolina Department of Reve- 
nue has suggested that Congress authorize 
the states to tax certain sales in interstate 
commerce. The proposal selects the state 
of consumption as the place where taxation 
of a sale in interstate commerce will be 
permitted. In this way it limits taxation 
of a sale to one state, and, on the theory 
that the consumer will pay the tax, selects 
the state into which the property is 
shipped for use or consumption. Because 
the state will collect a tax at the time of 
resale the permission does not extend to 
sales of property which will be resold by 
the merchant or manufacturer. The con- 
stitutional approach for this tax statute 
admits that the sales involve interstate 
commerce; that they are national in char- 
acter; that the states may not so regulate 
the sales as to conflict with the will of 
Congress; and that by its silence Congress 
has indicated that it intends for the sales 
to remain untaxed. But Congress may 
break its silence, does so by this statute, 
and manifests its will that the states may 
tax the sales in the prescribed manner. 


If this reasoning is sound and the power 
of the states to tax interstate commerce 
thus may be enlarged by Congressional 
assent, to what extent would this permis- 
sion enable the states to collect the sales 
tax? Since the proposed Act of Congress 
would permit taxation of the sale so far 
as the Commerce Clause is concerned, that 
clause would not be infringed if the state 
adopted a higher tax on use to enforce the 
non-discriminatory sales tax. The diff- 
culty then becomes one of jurisdiction. 


It may be possible to find a local factor 
in the transaction which would justify a 
tax measured by a sale, although actually 
the event which consummates the sale 
occurs beyond the state’s borders. A sys- 
tem embodying the following taxes might 
be expected to exact contribution from all 
consumption within the state: (1) a tax 
on sales within the state; (2) a tax on the 
privilege of soliciting orders within the 
state, for sales to be made outside the 
state, measured by the resulting sales; 
(3) a tax on the use or consumption of 
property which is not exempt, but which 
is neither sold nor for which orders are 
solicited within the state; (4) a tax at the 
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higher rate on use or consumption of 
property subject to one of the preceding 
taxes and upon which that tax has not been 
paid at the specified time. These, taxes are 
all imposed upon acts done within the tax- 
ing jurisdiction, and they do not discrimi- 
nate against the property because of its 
origin in another state. The assent of 
Congress to state taxation of sales in inter- 
state commerce and a series of taxes of 
the nature of those suggested should lessen 
the difficulty of administering a consump- 
tion tax, since the merchant would be 
taxed on intrastate sales, on interstate 
commerce sales made in the state when 
the property is to be used or consumed in 
the state; and on the large volume of solic- 
ited orders. For other consumption the 
tax on use with its difficulties of collection 
from individual consumers still would re- 
main. Yet the penalty of the higher tax 
might induce payment of the normal tax. 


CASE COMMENTS 


Chain stores—P sued to enjoin the en- 
forcement of the Indiana license tax on 
retail store owners, which tax was pro- 
gressively graduated according to the num- 
ber of stores under a single ownership, on 
the ground that the tax was unconstitu- 
tional as applied to gasoline filling stations, 
since the difference in method of operation 
between independently owned and chain 
grocery stores did not exist in the case of 
gasoline filling stations. Held, judgment 
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for defendants. The statute must be 
deemed to have been enacted in further- 
ance of a policy of protection to the small 
local merchant. Since the view that the 
public welfare is involved may be sup- 
ported by reasonable argument, the adop- 
tion of such a policy is within the power 
of the legislature. Midwestern Petroleum 
Corp. v. State Bd. of Tax Com’rs, 187 N. E. 
882 (Ind. 1933). Discussed in Minn. L. 
Rev., Apr., 1934, p. 596. 


Corporation franchise tax—The stock- 
holders of X corporation organized the 
Y corporation and transferred to it all the 
outstanding shares of X company receiving 
in exchange shares in the Y company and 
$600,000 in debenture bonds. Then Y com- 
pany merged X company and assumed the 
latter’s name, no interruption occurring in 
the transaction of business. The tax com- 
mission assessed the new company on the 
$600,000 issued in bonds as dividends on 
the capital stock of the old corporation. 
Held, that insofar as the bonds represented 
surplus, the transaction amounted to a dis- 
tribution of the profits to the stockholders, 
which was a dividend within the tax stat- 
ute. People ex rel. Wedgewood Realty Co. 
v. Lynch, 262 N. Y. 202, 186 N. E. 673 
(1933). Approved in Tulane L. Rev., Apr., 
1934, p. 467. 


Income taxation—A corporation con- 
veyed its interest as lessor of mineral prop- 
erty to trustees to pay the income to the 
respondents without reserve for depletion. 
In computing their net incomes, the bene- 
ficiaries claimed the right to deduct for 
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depletion of the property under provisions 
of the revenue acts allowing a depletion 
deduction in the case of income from min- 
eral property. Held, that they were entitled 
to deduct for depletion. Helvering v. Falk, 
54 Sup. Ct. 353 (1934). Discussed in Hary. 
L. Rev., Mar, 1934, p. 879, Yale L. Journ., 
Mar., 1934, Dp. 835. 


D, lessee of oil and gas rights on munici- 
pal land used for civic purposes, sought 
exemption as a state instrumentality from 
a federal tax on its share of the net income 
derived from the lease. The city received 
a percentage of the proceeds from the sale 
of oil and gas removed and D agreed to 
pay for all development. Held, that the 
lessee’s net income was taxable. Burnet v, 
Jergins Trust, 288 U. S. 508, 53 Sup. Ct. 439 
(1933). Discussed in U. of Chicago L. 
Rev., Mar., 1934, p. 657. 


Jurisdiction to tax—In computing P’s 
income tax under the New York income 
tax, rents from real estate in Ohio and 
profits from sale of a portion of that land 
was included. P contested the tax. The 
appellate division disapproved the tax on 
rents but upheld it on the profits derived 
from the sale, on the theory that such 
profits were sufficiently divorced from the 
land itself to be taxable by New York 
state. Pierson v. Lynch, 237 App. Div. 763, 
263 N. Y. Supp. 259 (1933). On appeal 
from the decision regarding rentals the 
Court of Appeals affirmed without opinion. 
People ex rel. Pierson v. Lynch, 263 N. Y. 19 
(1933). Discussed in Yale L. Journ., Mar., 
1934, p. 851. 











Court Decisions 
Supreme Court 


Bad Debts.—Where merchandise was sold by taxpayer in 
1920, and the debtor was in bankruptcy at the close of 
that year, such facts do not warrant the exclusion from 
gross income of 1920, on an accrual basis, of the amounts 
of such sales. On an accrual basis, total sales include 
accounts receivable from sales. If such accounts become 
uncollectible the question is one of taking proper deduction 
under the applicable statute. This rule is not altered by 
the fact that the claim for a loss relates to an item of gross 
income for the same year. 


Revenue Act of 1918 (Sec. 234 (a) (5)) did not authorize 
the deduction of a debt not ascertained to be worthless, 
but recoverable in part, the amount not recoverable being 
uncertain. 


Exclusion of the deduction under Sec. 234 (a) (5) of the 
1918 Act as a bad debt did not mean that a loss resulting 
from a bad debt could be deducted under Sec. 234 (a) (4) of 
that Act relating to losses.—U. S. Supreme Court in Spring 
City Foundry Company v. Commissioner of Internal Revenue. 
Nos. 727, 728. Oct. term, 1933. Decision of Appellate 
Court, 67 Fed. (2d) 385, which reversed the Board of Tax 
Appeals decision, 25 BTA 822, affirmed. 


Dividends—When Taxable to Stockholders.—Corporate 
dividends declared in 1924 and 1929 (payable on or before 
December 31 in each case) were not includable in gross 
income of the stockholder (on the cash basis) in 1924 and 
1929 respectively, where the checks were signed on Decem- 
ber 31 but were held in the treasurer’s office until the first 
business day of the next month and then distributed through 
the office mail. “If we give the words of the statutes their 
ordinary meaning, clearly the dividends under considera- 
tion were not actually received by the taxpayer during 
1924 and 1929. Certainly, they were not received when 
declared. They did not come into the taxpayer’s hands 
on December 3lst simply because payable on that day. 
And unless Congress has definitely indicated an intention 








that the words should be construed otherwise, we must 
apply them according to their usual acceptation.”—U. S. 
Supreme Court in Sewell Lee Avery v. Commissioner of In- 
ternal Revenue. Nos. 791 and 792. Oct. term, 1933. Circuit 
Court decision, 67 Fed. (2d) 310, which affirmed a memo- 
randum decision of the Board of Tax Appeals, reversed. 


Insurance Companies—Inclusion of Rental Value of 
Office Space in Gross Income.—Section 245 (b) of the 1921 
and 1924 Acts is not unconstitutional in requiring the 
reporting, as income, of rental value of office space occu- 
pied by a life insurance company, in a building owned by it, 
as a prerequisite to the deduction of depreciation, upkeep 
cost, etc., of the building. This is not a direct tax on the 
real estate but is in substance a diminution or apportion- 
ment of expenses to be deducted from gross income. “Un- 
questionably Congress has power to condition, limit or 
deny deductions from gross income in order to arrive at 
the net that it chooses to tax.” Mr. Justice McReynolds 
dissents without opinion.—U. S. Supreme Court in Guy T. 
Helvering, Commissioner of Internal Revenue v. The Inde- 
pendent Life Insurance Company. No. 689. Oct. term, 1933. 
This decision reversed that of the Circuit Court of Appeals, 
Sixth Circuit, 67 Fed. (2d) 470, which affirmed the decision 
of the Board of Tax Appeals, 17 BTA 757. 


Section 203(b) of the Revenue Act of 1928 is not uncon- 
stitutional in requiring the reporting of rental value of 
home office space occupied by a life insurance company 
as a prerequisite to the deduction of depreciation, upkeep, 
etc., of the building which it occupies. 


Depreciation on furniture and fixtures used in the under- 
writing department of a life insurance company is not 
deductible. “In reason the cost of depreciation, like other 
items of expense to be deducted, ought to be limited to 
that related to the income taxed. Allowance of deduction 
of expenses incurred for the collection of premiums or in 
respect of other income not taxed would be hard to justify.” 
—U. S. Supreme Court in Rockford Life Insurance Company 
v..Commissioner of Internal Revenue. No. 722. Oct. term, 
1933. Affirming Circuit Court of Appeals, Seventh Circuit, 


(Continued on page 324) 
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PENDING STATE TAX LEGISLATION 





Under the above heading, report will be made of the introduction of and action taken 
on state tax legislation of importance to business interests. This section will be confined to 
pending bills in state legislatures, and the final report will be that of enactment, designated 
This feature is made possible through the facilities of the Commerce 
Clearing House Legislative Reporting Department, which furnishes a twenty-four hour re- 
porting service on all subjects for all states. Copies of the text of any bill reported may be 
obtained for a service charge of one dollar per bill. 
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39 Adjournment of First Special Session.— 

|. (The First Special Session of the Legisla- 
ture, which convened October 18, 1933, was 

Dg Madjourned sine die May 7, 1934. 

me Distilleries—yxHouse 152x, imposing a 

nd {graduated license fee on the operation of 

nd distilleries, based on production, is now 

‘he (Ba law. The rates are: “$500 for the first 

on (3500 gallons; 4¢ a gallon for the next 5,000 

ed gallons or fraction; 3¢ a gallon for the 

ich Pnext 10,000 gallons or fraction; 2¢ a gal- 

- lon for next 50,000 gallons or fraction; 1¢ 

63 Na gallon for next 100,000, gallons; and W%¢ 

eal ee gallon for every 100,000 gallons or frac- 

the [ation thereof in excess of foregoing amounts. 

on. Estate taxes.—House 147x, relating to 

19 Bathe valuation of estates and the collection 

ar., 


Hof estate taxes, died in the Senate. 


Income tax.—House 118x, repealing the 
51931 reduction in income taxes, was passed 
Hby the House but was allowed to die in 

the Senate. 


| Motion pictures.—House 133x, and 149x, 
Fimposing a tax of 10¢ per 100 feet on mo- 
Htion picture film died in the House. 


Sales tax.—House 178x, imposing a 1% 
sales tax for relief purposes, was reported 
unfavorably, and did not come to a vote 
in the House. 


Tax exemption of new  buildings.— 
House 183x, providing for exemption from 
taxation of all erected buildings and im- 
provements made within 3 years after pas- 
sage of the proposed law, for a period of 
10 years after their construction, failed to 
get beyond approval by the House. 


ILLINOIS 


Adjournment of Second and Third Spe- 
cial Sessions.—The Second Special Session 
of the Illinois Legislature, which convened 
November 22, 1933, and was called for ex- 
clusive consideration of liquor laws, and 
the Third Special Session which began 
February 13, 1934, overlapped, adjournment 
* pan sessions being officially as of May 
934. 


Second Special Session 


Liquor laws.—yxHouse 3ixx, amending 
| the liquor law so as to eliminate prohibi- 
7 tion of the sale of liquor within 100 feet 
: ofa mortuary, is now law. Approved May 
) 15, 1934. 

*House 38xx, exempting industrial al- 
a from taxation, was enacted May 22, 


















Third Special Session 


Blind relief tax—Senate 23xxx, and 
24xxx, providing for increase in state tax 
for blind relief from 1/10 to 1/5 of a mill, 
died in the House. 


Chain store tax.—House 126xxx, provid- 
ing license fees for chain stores on a grad- 
uated scale from $1 to $1,000, proceeds to 
go to the common school fund, was tabled 
in the House. 


Cook County taxes—ykHouse 166xxx, 
permitting, in effect, all taxpayers in Cook 
County to take advantage of the 15% re- 
duction in assessment valuation of im- 
proved property instead of only those who 
secured injunctions, is now law. Enacted 
without approval May 22, 1934. 


Discount for prepayment of taxes.— 
% House 109xxx, removing the discount for 
prepayment of taxes, is now law. It was 
approved May 23, 1934. 


Fees for recording chattel mortgages. 
—y House 17xxx, 18xxx, 19xxx, and 20xxx, 
relating to the recording of chattel mort- 
gages and the fees of recorders, are now 
law. Approved May 4, 1934. 


Gasoline tax.—yxSenate 70xxx diverting 
one-third of the gasoline tax in excess of 
cost of administration, into the common 


school fund, is now law, approved May 4, 
1934. 


House 120xxx, providing for withhold- 
ing of allotments of motor fuel funds from 
counties and cities owing state taxes, was 
defeated in the House. 


Inheritance tax law amendment.—%Sen- 
ate 34xxx, amending the present Inherit- 
ance Tax Law with respect to payments 
into the State Treasury and interest pay- 
able on tax which is due, is now law. Ap- 
proved May 5, 1934. 


Liquor taxes.—House 107xxx, providing 
that 98% of the liquor taxes and fees shall 
go to the common school funds, was 
passed by both the House and the Senate, 
but was vetoed by Governor Horner. 


Tax anticipation warrants. — y% House 
157xxx, authorizing any sanitary district 
to accept anticipation warrants issued by 
any municipality within the territorial lim- 
its of such district in payment of any 
judgment or other obligation due such dis- 
trict, is now law. Approved May 15, 1934. 


the exemption of private and municipal 


was tabled in the House. 
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malt extract. 







Utilities—House 87xxx, providing for 


utilities from the occupational tax law, 


KENTUCKY 


Bank deposits tax.—House 23x increases 
from 1/10 of 1% to % of 1% the tax on 
bank and trust company deposits. Pend- 
ing in House. 


Cigarette tax—House 22x imposes a 
10% retail tax on cigars and 2 cents per 
package on cigarettes. Pending in House. 


Distilled spirits tax—House 4x levies a 
tax of fifteen cents a. gallon on whiskey, 
brandy, and other distilled spirits. Pend- 
ing in House. 


Income tax.—House 1x provides for a 
levy of a personal and corporate income 
tax. Rates on individuals from 2% on first 
$3,000 to 5% on all above $8,000, on cor- 
porations 3%. Applies to all corporations 
except banks and trust companies and non- 
profit organizations. Pending in Senate. 


Malt tax.—House 7x levies a tax of 10 
cents per pound on liquid malt syrup and 
Pending in House. 


Oil tax.—House 8x levies a tax of one 
cent per quart on lubricating oil sold at 
wholesale. Pending in House. 


Real property tax.—House 25x fixes the 
tax on homes and agricultural land at i¢ 
per $100 valuation and at 30¢ per $100 
valuation on all other lands. Pending in 
House. 


Sales tax.—House 11x provides for the 
levy of a 3% general retail sales tax. Pend- 
ing in House. 


LOUISIANA 


General.—The Louisiana Legislature con- 
vened in regular session on May 14. In 
his message to the Legislature, the Gov- 
ernor recommended: 


1. An income tax. 


2. Properly adjusted severance taxes on 
minerals. 


3. A tax on our natural gas such as is 
now levied by other states on Louisiana 
gas in pipelines. 

4. A tax on liquor on a gallonage basis 
leaving the licensing revenue principally 
to the parishes and municipalities. 


5. A small tax on the receipt of public 
utilities operating in Louisiana. 

6. A small tax on the sales made by 
the cotton and stock exchanges. 


Chain store taxSenate 74 proposes a 
chain store tax graduated as follows: $200 
for second store; $300 for third; $400 for 
fourth; $500 for fifth; $1,000 each for every 
store in excess of five. Pending in Senate. 
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Corporation tax.—House 10 provides for 
the repeal of the corporation franchise tax. 
Pending in House. 


Coupon tax.—House 70 and Senate 25 
impose a license tax of $500.00 on issu- 
ing of coupons redeemable in premiums. 
Pending in house of introduction. 


Electric power tax.—House 12 provides 
for the repeal of taxes on electric power 
companies. Pending in House. 


Income tax.—House 29 provides for an 
amendment to the Constitution of the state 
so as to remove the present constitutional 
limits on the imposition of income taxes. 
Pending in House. 


Income tax.—House 40 imposes a grad- 
uated tax on incomes at rates of from 3% 
on $2,000 to 10% over $200,000 for indi- 
viduals, estates, trusts and fiduciaries, and 
a flat rate of 4% for corporations. Pend- 
ing in House. 

House 41 is a constitutional amendment 
providing for increase in the income tax 
limit to 10%. Pending in House. 


Malt tax.—House 82 repeals the present 
tax on malt. Pending in House. 


Severance tax.—House 89 fixes the sev- 
erance tax on oil at 3% of the gross mar- 
ket value of the total production. Pending 
in House. 


Soft drinks tax.—House 11 provides for 
the repeal of the soft drinks tax. House 
81 was substituted. 


House 81 repeals the soft drink tax after 
August 1. Pending in House. 


Tax moratorium.—Senate 3 declares a 
moratorium on taxes for 1930, 1931 and 
1932 in towns of more than 5,000 popula- 
tion. Pending in Senate. 


Tax postponement.—H. C. R. 2 pro- 
vides for temporary suspension until Oc- 
tober 15, 1934, of matters relative to the 
collection of delinquent taxes. Adopted 
by both houses. 


*H. C. R. 3 provides for the postpone- 
ment of the collection of taxes by the en- 
forced sale of property in the year 1934. 
Adopted by both houses. 


Tobacco tax.—House 13 provides for the 
repeal of the tax on tobacco. Pending in 
House. 


MASSACHUSETTS 


Alcoholic beverages.—House 1333 passed 
the house. 


Corporations—taxation.—_ %*H ouse 935 
became law, May 23, 1934. 


Corporations — taxation.— House 1412 
provides for a minimum excise tax on cor- 
porations dealing exclusively in securities 
as principal and not as broker. Passed 
House. 


Real estate liens—yxHouse 88 was ap- 
proved April 24. 


Tax titles—ykSenate 273, a redraft of 
House 1298, was approved April 5. 


NEW HAMPSHIRE 


The governor of New Hampshire, on 
May 7, called for a special session to con- 
vene May 14, 1934. No bills other than 
liquor legislation are to be considered until 
a liquor law has been passed. . Then the 


session is to be thrown open to other 
matters. 





















for the issuing of vintner’s licenses rang- 
ing in cost from $5.00 per annum for drug- 
gists to $50 per annum for dining cars. 
Manufacturers pay $2,000 per annum. 
tels, 
cluded. Passed the House. 


killed in the House. 


and then passed by the House on recon- 
sideration. 


approved May 7. 


rectiMer and blender license at $1,500 in- 
stead of $5,000. Pending in Senate. 


a tax of 2% upon the gross receipts of 
retailers of tangible personal property and 
services. 


The First Special Session of the Legisla- 
ture, which convened April 9, 1934, ad- 
journed on April 27, 1934. 


$2.50 tax on all civil actions in District 
Courts, was enacted April 27, 1934. 


*% House 41x, creating a commission to 
revise the state tax system, was enacted 
on April 27, 1934. 


enacted April 27, 1934, prescribes a plan 
for collection of delinquent taxes. 
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Liquor licenses.—House 489x provides 


Ho- 


restaurants and clubs are also in- 


NEW JERSEY 
Delinquent taxes.——Assembly 375 was 


Estate tax.—Assembly 370 was killed, 


Inheritance taxes.—yxeAssembly 224 was 


Liquor license.—Senate 299 fixes liquor 


Retail sales tax.—Assembly 404 imposes 


Pending in the Assembly. 


NEW MEXICO 
Adjournment of First Special Session.— 


Civil actions——ykHouse 1x, imposing a 


Commission to revise state tax system.— 


Delinquent tax collection.—y%Senate 32x, 


House 18x, authorizing the payment of 


delinquent taxes at the rate of 25% every 
six months, died in the House. 


Franchise tax.—Senate 39x, which pro- 


posed an increase in the franchise tax on 
foreign and domestic corporations, was de- 
feated in the Senate. 


Gasoline tax.—ykSenate 24x, which is 


principally a rewriting and clarification of 
the 1933 gasoline tax law, was enacted on 
April 27, 1934. 


Gross income tax.—Senate 11x, provid- 


ing for a tax on the gross income of domestic 
and foreign corporations and individuals, 
was not brought to the stage of a Senate vote. 


Income tax.—yxxHouse 61x, enacted on 
April 28, 1934, is an amendment of the 
1933 income tax law which provides for 
a flat 2% rate and modifies the deduction 
and exemption provisions of the prior law. 


Irrigation district taxes—ykSenate 3x, 
discharging tax liens for interest and pen- 
alties on delinquent irrigation district 


taxes, has become law. Approved April 
26, 1934. 


Liens for interest and penalties on de- 
linquent taxes.—xrHouse 3x, discharging 
liens for interest and penalties on delin- 

quent taxes, has become law. Approved 
April 27, 1934. 


Sales tax.—yxSenate 15x, providing for a 
2% on receipts 


general business tax of 
from practically all retail sales and pro- 
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fessional services; 4% on manufacturers 
and on mining and smelting companies,! 

and 4%% on wholesalers, is now law. Ap. 

proved April 25, 1934. The new law re. 

—- Chapters 72, 73, and 115, Laws of} 
1933. 


NEW YORK 


Adjournment.—The 1934 regular session | 
of the Legislature, which convened Janu. 
ary 3, 1934, was adjourned April 27, 1934. 


Assessment roll.—yxSenate 1168, enacted 


May 10, 1934, amends subdivision 3, sec- 
tion 21, Tax Law, by providing in all tax 
districts, 
there must be an additional column in 
assessment roll for setting down value of 
land exclusive of buildings. 


instead of cities as at present, 


Betting tax.—yxSenate 4, enacted April 


19, 1934, amends Chapter 440, Laws of 1926, | 
and section 986, Penal Law to permit bet. | 
ting at race tracks with right of civil ac- 
tion to recover money wagered, to remove 
personal liability of directors for violations 
by any person other than a director, and 
to impose a tax of 8% on gross operating 
revenue, etc. 


Business corporations’ tax. — x% House 


1504, enacted May 10, 1934, adds new sub- 
division, 7-a, to section 214, and repeals 
subdivision 11, section 211, Tax Law, by 
authorizing tax commission to equitably 
adjust tax on business corporations on 
basis of corporate activity or business done 
within or without the state when segre- 
gation of assets does not properly reflect 
such activity or income earned. 


% House 200, enacted May 11, 


%*Senate 1013, enacted May 11, 1934, 


amends sections 201, 219-e, Tax Law, rela- 
tive to warrants for collection of corporation 
and franchise tax on business corporations. 


Certiorari proceedings.—x%House 1506, 


enacted May 10, 1934, amends sections 200 
and 219, Income Tax Law, relative to cer- 
tiorari proceedings. 


Collection of taxes.—yxHouse 1570, er- 


acted May 17, 1934, amends Chapter 105, 


Laws of 1916, relative to collection of 
taxes and assessments in towns and spe- 


cial tax and school districts in Westchester 


county. 


Delinquent taxes.—% House 679, enacted 
April 16, 1934, amends section 380, Tax 
Law, for releasing real property or chat- 
tels from liens under warrants for unpaid 
taxes filed by tax commission for persona 
income taxes. 


Distiller’s license defined.— %& Senate 1841, 
enacted May 10, 1934, amends sections 
420, 424, Tax Law, by defining a distiller’s 
license and authorizing tax commission to 
permit sale of alcoholic beverages without 
a tax by a holder of such license to 2 
holder of a distiller’s or wholesaler’s |r 
cense and making other changes. 


Franchise tax.—ykHouse 1500, enacted 


May 10, 1934, amends section 183, Tax 
Law, relative to determining dividend rate 


1934, § A 
amends subdivision 11, section 4, Tax Law, § relatis 
so as to exempt from taxation New Yorkf} 
state corporations engaged in ocean com- 
merce with foreign countries, until De- 


cember 31, 1942. 
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Bior a transportation or transmission cor- 
poration having stock without nominal or 
par value, for franchise tax purposes. 









































































































re-™ Franchise tax.—yeHouse 2030, enacted 
S of May 14, 1934, amends section 189, Tax 
™ Law, relative to franchise tax on savings 
banks by providing assets, exclusive of 
real estate, for purpose of computing sur- 
plus and undivided earnings, shall be val- 
ssion ued at not less than actual or market 
‘anu. @value and real estate at not less than ac- 
1934 tual or market value. 
acted % House 2031, enacted May 10, 1934, 
sec- waamends sections 202 and 219-1, Tax Law, 
| tax mrelative to secrecy required of officials 
sent, with regard to franchise tax reports and 
n infgto penalty for violation, the tax commis- 
ue of Msion being authorized, however, to exchange 
information with tax officials of other 
April mgstates or of the United States. 
1926, | ySenate 1014, enacted May 10, 1934, 
- bet- Mamends sections 203-a and 219-f of the Tax 
il ac- (Law for dissolution of delinquent business 
move Jmcorporations that have failed to file annual 
tions HBfranchise tax return during three consecu- 
, and @tive years. 
ating 
Income tax.—ykSenate 415, enacted May 
11, 1934, amends section 35l-c, Tax Law, 
louse Hso as to continue for another year, the 
; sub- temporary increase in personal income 
>peals Mi taxes. 
w, by yHouse 1298, approved May 10, 1934, 
itably Mamends section 365, Tax Law, by provid- 
iS ON fing income tax on income of trusts shall 
; done cover income applied to payment of pre- 
segre-fmiums upon life insurance or annuity con- 
reflect tracts and to income received during 
“liquidation of assets of a corporation after 
1934. dissolution, and making other changes 
: Lox relative thereto. 
York *% House 2205, enacted May 11, 1934, 
com- fj amends sections 353 and 354, Tax Law, 
1 De-frelative to personal income in case of prop- 
Herty acquired by a partnership and relative 
1934 }to gain or loss in case of property if sold 
’Rior otherwise disposed of by the corpora- 
7 tion within six months after transfer. 
‘ons. | House 2206, enacted May 11, 1934, 
amends section 353, Tax Law, relative to 
1506, B personal income tax in case of property 
ns 200 Bacquired by gift or transfer in trust on 
to cer- Or before December 31, 1927, and to prop- 
erty acquired by specific bequest, or de- 
vise or by intestacy. 
10, 105 *%House 2207, enacted May 11, 1934, 
~- amends section 361, Tax Law, for allow- 
1on Ol Bing for personal income tax purposes, de- 
id spe- B duction of any amount allocable to income 
chester B not required to be included in gross in- 
come unless commission by regulation 
snacted fm Shall allow the same. 
0, Tax Levy of taxes.—ySenate 1011, enacted 
r - May 11, 1934, amends section 22, Tax Law, 
pee by providing when lands acquired by state 
ersona! ®@ since March 26, 1929, or hereafter, between 
day of taxable status and levy of taxes, 
te 1841, [B2"e, assessed to another than the state, 
anthiasl such assessment may be approved by tax 
stiller’s fe Omission. 
sion tO Liquor taxes.—yxHouse 134, enacted May 
without B11, 1934, amends subdivision 4, section 435, 
se to 2B Tax Law, for distribution to villages, of 
ler’s It Bproportionate share of liquor tax moneys. 
*House 2177, enacted May 24, 1934, 
enacted Bamends section 435, Tax Law, by requir- 
R3, Tax 






ing the comptroller to pay to New York 
and rate 
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City police commissioner as trustee of 
police pension fund, aggregate annual sum 
of $500,000 out of moneys received from 
beer, wine, and liquor tax. 


% House 2208, enacted May 10, 1934, 
amends section 429, Tax Law, by striking 
out the 1% deduction for expenses allowed 
distributors of alcoholic beverages in pay- 
ment of tax. 


%Senate 1701, enacted May 10, 1934, 
amends section 429, Tax Law, section 19, 
Chapter 94, Laws of 1934, by providing 
distributor of alcoholic beverages must pay 


tax on all beverages used as well as sold 
by him. 


OHIO 


General.—The Ohio Legislature has ad- 


— from May 4, 1934 to November 19, 


Beer tax.—Senate 88xx provides for a 
tax of % of one cent per 6 ounces or $2.50 
per barrel of 31 gallons on all beer of high 
alcoholic content. Pending in Senate. 




























Cosmetics, amusement taxes.—ySenate 
84xx provides for the extension of the 
period of operation for existing taxes on 
amusements and cosmetics to December 
31, 1937. Approved May 4. 


Feedstuffs tax.—yx House 91xx was ap- 


proved April 16. 
Mortgage recording tax.—ykSenate 1159, 


enacted April 27, 1934, adds a new section, 
252-a, to the Tax Law, for exempting from 
mortgage recording tax until July 1, 1935, 
refunding mortgages executed pursuant to 
certain sections of the Real Estate Prop- 
erty Law. 


Gasoline tax.—Substitute House 50xx 
imposes an additional excise tax of one 
cent per gallon on gasoline. Pending in 
House. 


Gross receipts tax.—Senate 12xx and its 
substitute Senate 90xx providing for a tax 


Motor fuel tax—ykSenate 724, enacted on all gross income have both been killed. 


May 10, 1934, amends sections 283-a and 
289-c, Tax Law, for refunds of motor fuel 
tax erroneously paid. 


%Senate 1007, enacted May 11, 1934, 
amends section 289-b, Tax Law, relative 
to penalty for failure to comply with pro- 
visions imposing motor-fuel tax and for 
attempt to evade or defeat the tax. 


%Senate 1015, enacted May 11, 1934, 
amends section 286, Tax Law, relative to 
motor fuel tax by requiring distributors and 
others to keep records of purchase and 
sale of ingredients which may be manu- 
factured or compounded into motor fuel. 


Organization tax.—ykSenate 1994, en- 
acted May 17, 1934, adds a new section, 91, 
to the Stock Corporation Law, and amends 
section 180, Tax Law, for consolidation of 
domestic with foreign stock corporations 
and for payment of organization tax by the 
new corporation. 


% House 503, enacted May 11, 1934, ex- 
empts from organization tax corporations 
organized by Supreme Court order for pro- 
tecting holders of guaranteed mortgage in- 
vestments, in lieu of which each such 
corporation shall pay a $10 tax. 


Intangibles tax.—House 119xx increases 
the levy on the income from productive 
intangibles over $500 to 8%. Pending in 
House. 


Interurban’s tax exemption.—House 89xx 
provides for the removal of tax exemption 
on interurban lines paying dividends. 
Pending in House. 


Liquor tax.—Senate 80xx levies a tax of 
$2 per gallon on hard liquor not purchased 
through the Liquor Control Department. 
Pending in Senate. 


Personal income tax.—House 118xx pro- 
vides for a tax on the earned income of 
individuals at rates from 1% on the first 
$1000, to 7% on the first $7000, with a 
$1000 exemption for single persons, $2000 
exemption for married persons with $200 
exemption for each dependent. Pending 
in House. 


Senate 94xx imposes a graduated tax on 
the earned income of individuals at rates 
ranging from 1% on the first $2000 to 5% 
on all over $8000. Pending in Senate. 


Sales tax.—Senate 96xx levies a 3% re- 
tail sales tax. Pending in Senate. 


Tax payment.—y%House 70xx provides 
for the payment of taxes in liquidated 
claims against political subdivisions. Ap- 
proved May 4. 


Utility assessments.—Senate 86xx in- 
creases the assessments against public util- 
ities from $200,000 to $500,000 a year. 
Assessment to be apportioned among rail- 
roads and public utilities on basis of gross 
earnings or receipts. Pending in Senate. 


Partial payment of taxes.— yx House 1284, 
enacted April 27, 1934, adds a new section, 
96-a, to the Tax Law, for partial payment 
of taxes and tax liens in towns and cities 
of Westchester county. 


Personal tax exemption.—yxSenate 1008, 
relating to property exemption, has be- 
come law. Approved May 11, 1934. 


Property sold for taxes.—ykHouse 2033, 
enacted May 17, 1934, amends section 152, 
Tax Law, for redeeming property sold for 
taxes in Suffolk county within one year 
after last date of sale. 


RHODE ISLAND 


Adjournment.—The 1934 session of the 
Legislature, which convened January 2, 
1934, was officially adjourned April 26, 
1934. Few of the tax measures introduced 
were enacted. Among the tax measures 
defeated were: an additional tax of 1 cent 
a gallon on gasoline; a 1% gross earnings 
tax on all public utilities; a 2% tax on 
the retail sale of personal property; limita- 
tion of realty taxes to 14% of ratable 
value; and imposition of a 10% tax on 
tobacco sales. 


Tax rates in New York City.—%Senate 
1987, enacted May 7, 1934, legalizes and 
confirms acts of the New York City Board 
of Aldermen in adopting tax rates for 1933 
and 1934. 


x Senate 1988, enacted April 25, 1934, en- 
ables New York City to adopt and amend 
local laws imposing any tax which the 
Legislature is empowered to impose and 
limiting application to residents of the city. 
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Alcoholic beverages.—xe House 685, en- 
acted May 7, 1934, provides many changes 
in the liquor law, including storage and 
inspection; creates state license for rail- 
roads and ships. ; 


Collection of taxes.—ySenate 106, en- 
acted May 3, 1934, amends section 12 of 
Chapter 62, General Laws. New provi- 
sions require advertisement of sale of 
property for taxes to give name of owner, 
plot designation, and _ description § of 
property. 


Horse racing.—y%House 618, enacted 
April 27, 1934, creates a Horse Racing 
Commission, provides for licensing of race 
meets, and license fees and taxes on wagers 
under the pari-mutuel or auction mutuel 
systems. Under the pari-mutuel system, 
the tax is 344% of the total of money 
wagered. Under the auction mutuel sys- 
tem, taxes vary according to statutory 
classes of race meets, from 1 per cent of 
total amount of money wagered and a li- 
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cense fee of $10 per day to 2% of the 
amount of money wagered and a license 
fee of $100 per day. 


Installment payment of taxes.—% House 
787, enacted May 2, 1934, provides for the 
optional payment of taxes in quarterly in- 
stalments. 


SOUTH CAROLINA 


General.—The 1934 regular session of the 
South Carolina Legislature, which con- 
vened January 9, 1934, was adjourned on 
April 14. The following additional bills 
of a general nature have become law. 

%* House 1183 is the general appropria- 
tion act for the fiscal year beginning July 
1, 1934. The act levies a tax upon all prop- 
erty of 2%4 mills, if so much be necessary. 

% House 1441 allots beer taxes. 


x% House 1605 extends the time for pay- 
ment of 1933 taxes. 





June, 1934 





*% House 1896 provides for a license fee 
for motion pictures. 


* Senate 53 makes provision for the re. 
duction of motor vehicle license fees and 
for the refund of excess license fees pre. 
viously collected. 


*%Senate’ 1160 relates to delinquent} 
drainage taxes. f 


%* Senate 1420 imposes an excise tax on 
oleomargarine. 


Senate 1529, an amendment of Act 406 
of 1933 relating to income tax, still awaits 
the Governor’s action. The bill as passed 
by both houses provides, inter alia for a 
special tax on individuals receiving divi- 
dends or interest or both in excess of $200 
at the following rates: above $200 and not 
exceeding $500, 3%; above $500 and not 
exceeding $800, 4%; over $800, 5%. No 
provision is made for any deductions or 
allowances except the $200 specific exemp- 
tion. 












































































































































































































































































































































Amendments of Regulations 


Stamps on Containers of Imported Liquors 


ARAGRAPHS 3 and 7 of Treasury Decision 4418, pro- 

mulgating regulations relating to stamps on containers 
of imported liquors, are amended by Treasury Decision 
4429, XIII-18-6779 (p. 21) to read as follows [italics indi- 
cate changes]. 


Par. 3. When distilled spirits are imported, the importer will be 
entitled to purchase from the collector of internal revenue the requisite 
number of stamps to be affixed to the bottles. Collectors of Customs 
will not release any imported distilled spirits unless the importer has 
affixed to each bottle the stamp required by law, or has in his possession 
the requisite number of stamps to be affixed to the bottles. Such stamps 
need not be affixed to the bottles until the cases are opened or sold at 
retail, provided the stamps are sold or transferred in connection with 
any sale or transfer of such cases of bottles and the person in possession 
thereof is in possession of such stamps therefor. 

Par. 7. (a) Except as provided in paragraph 8, collectors will sell 
the stamps upon application therefor, only to registered distillers, recti- 
fiers, importers, proprietors of concentration, general and special bonded 
warehouses, and retail druggists and wholesale dealers authorized to 
bottle and sell alcohol for nonbeverage purposes. In supplying the 
stamps for use under these regulations, collectors will require such 
evidence as they deem proper as to the need for the quantity of stamps 
for which application is made. Form 237 will indicate to collectors the 
approximate number of stamps required by rectifiers. 

(b) Each distiller, rectifier, importer, proprietor of concentration, 
general or special bonded warehouse, or retail druggist or wholesale 
dealer authorized to bottle alcohol for nonbeverage purposes, who pur- 
chases stamps from the collector of internal revenue, will render a report 
each month (the first report being for the month of May) on Form 96, 
stating the number of stamps of each denomination on hand the first 
day of the month, the number purchased during the month, the number 
used during the month, and the number on hand at the close of the 
month. One copy of the report on Form 96 must be mailed to the col- 
lector, and one copy to the commissioner of industrial alcohol, on or 
before the fifth day of the month following the month for which the 
report is rendered. One copy must be retained in the files of the person 
rendering the report. 


[Signed by D. S. Bliss, Commissioner of Industrial 
Alcohol, and Guy T. Helvering, Commissioner of Internal 


Revenue, and approved April 25, i934, by H. Morgenthau, 
Jr., Secretary of the Treasury.] 


Acquisition or Disposition by a Corporation of 
Its Own Capital Stock 


EGULATIONS pertaining to gain or loss from the 

acquisition or disposition by a corporation of its own 
capital stock have been amended by Treasury Decision 
4430,, X I1I-20-6792 (p. 2) to provide that whether the acqui- 
sition or disposition by a corporation of such stock gives 
rise to taxable gain or deductible loss depends upon the 
real nature of the transaction, which is to be ascertained 
from all the facts and circumstances. 

Article 543 of Regulations 65 and Regulations 69, Article 
66 of Regulations 74 and Regulations 77, as amended, read 
as follows: 

Acquisition or disposition by a corporation of its own capital stock.— 
Whether the acquisition or disposition by a corporation of shares of its 
own capital stock gives rise to taxable gain or deductible loss depends 


upon the real nature of the transaction, which is to be ascertained from 
all its facts and circumstances. The receipt by a corporation of the 


subscription price of shares of its capital stock upon their original issu- 
ance gives rise to neither taxable gain nor deductible loss, whether the 
subscription or issue price be in excess of, or less than, the par or stated 
value of such stock. 

But where a corporation deals in its own shares as it might in the 
shares of another corporation, the resulting gain or loss is to be com- 
puted in the same manner as though the corporation were dealing in 
the shares of another. So also if the corporation receives its own stock 
as consideration upon the sale of property by it, or in satisfaction of 
indebtedness to it, the gain or loss resulting is to be computed in the 
same manner as though the payment had been made in any other prop- 
erty. Any gain derived from such transactions is subject to tax, and 
any loss sustained is allowable as a deduction where permitted by the 
provisions of applicable statutes. 


Article 563 of Regulations 65 and Regulations 69, Article 
176 of Regulations 74 and Article 176 of Regulations 77 are 
amended to correspond with the other amendments. 


Rulings of the Bureau of. Internal Revenue 
Income Tax 


Acquisition or Disposition by a Corporation of Its Own 
Capital Stock—The gain derived by the M Corporation 
from dealing in its own stock for the purpose of profit in 
the ordinary course of business is subject to Federal in- 
come tax. 


The balance sheets of the M Corporation show that a 
substantial part of its surplus was, during the year involved, 
employed in trafficking in its own stock. For several years 
the taxpayer has been engaged in such transactions. Its 
income tax return for the year 1929 reflects a profit from 
dealing in its own stock of 50x dollars. On the books and 
records of the corporation the purchases and sales of its 
own stock were treated in the same manner as other secur- 
ity investments. All the purchases and sales in question 
were made on the open market and were recorded in the 
investment account of the corporation. Gains and losses 
on such transactions were duly reflected in its profit and 
loss account and in its surplus account. The stock thus 
purchased was not retired, nor was there any intention to 
retire it. Likewise, upon the sales of the stock there was 
no new issuance of stock and no intention to issue new 
stock. Preemptive rights were obviously nonexistent 
(Borg wv. International Silver Co., 11 Fed. (2d), 147), and 
there is no suggestion in the accounting books and records 
of the taxpayer of any attempt to give them effect. None 
of these transactions was reflected in the capital stock 
account of the taxpayer, and the conclusion is inevitable 
that the capital stock of the taxpayer was bought and sold 
in the open market for the express purpose of deriving a 
profit. Throughout both years the M Corporation was in- 
disputably sglvent.—G. C. M. 12955, XIII-20-6800, (p. 8). 
See also T. D. 4430 in the adjoining column. 


Business Expenses.—The amount paid by a retail estab- 
lishment as its assessment for the necessary expenses of 
the National Retail Code Authority is deductible as a busi- 


(Continued on page 335) 
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The Processing Tax on Sugar 


PROCESSING tax upon the direct-consumption sugar 

resulting from the first domestic processing of sugar 
beets and sugarcane at the rate of a half-cent a pound of 
sugar raw value’ went into effect on June 8. 


The effective date was established by Congress (Public 
No. 213—73d Congress, approved May 9, 1934), but the rate, 
as prescribed in the law, was fixed by the Secretary of 
Agriculture in regulations, called Sugar Regulations, 
Series 1, which were approved by the President on June 4. 

Because the tax is imposed in terms of the raw value 
standard, conversion factors are apparently necessary to 
determine the processing tax on various types of refined 
sugar, edible molasses, sirups, and other mixtures contain- 
ing sugar. Sugar Regulations, Series 1 include conversion 
factors, fixing the amount of sugar in terms of sugar raw 
value, with respect to one pound, net weight, of a list of 
articles in three classifications. The conversion factors are 
also necessary in determination of the tax on floor stocks, 
refunds on articles made from sugar sold to any organiza- 
tion for charitable distribution or use, the compensating 
tax on imports of sugar or articles made wholly or in part 
from sugar, and “drawbacks” on exports of sugar or arti- 
cles made wholly or partly from sugar with respect to 
which a tax has been paid. 

The sugar industry can not fairly be accused of having 
been negligent when the legislation was pending, unless 
Congress spontaneously got soft-hearted. But, in the latter 
event, one might reasonably wonder why, when the amend- 
ments of the Agricultural Adjustment Act, hither and yon, 
were in progress, some of the altruism accorded in impos- 
ing the sugar tax, as noted below, was not made applicable 
in taxing other commodities and their derivatives. 


First, the tax on floor stocks does not apply: 


(1) To any sugar, imported prior to the effective date 
of the tax with respect to which it is established (under 
regulations prescribed by the Commissioner of Internal 
Revenue, with the approval of the Secretary of the Treas- 
ury) that there was paid at the time of importation a duty 
at the rate in effect on January 1, 1934; 

(2) To any sugar held on April 25, 1934, by, or to be 
delivered under a bona fide contract of sale entered into 
prior to April 25, 1934, to any manufacturer or converter,’ 
for use in the production of any article (except sugar) and 
not for ultimate consumption as sugar; 


1As defined in the law (Sec. 2 of Public—No. 213—73d Congress) : 

(1) The term “direct-consumption sugar” means any sugar, derived 
from sugar beets or sugarcane, including edible molasses, sirups and any 
mixture containing sugar (except blackstrap molasses and beet molasses), 
manufactured or marketed in, or brought into, the United States in any 
form whatsoever for any purpose other than to be’ further refined or 
improved in quality, or further prepared for distribution or use; 

(2) The term “first domestic processing’? means each domestic proc- 
essing, including each processing of successive domestic processings, of 
sugar beets, sugarcane, or raw sugar, which directly results in direct- 
consumption sugar; 

(3) The term “raw value’? means a standard unit of sugar testing 
96 sugar degrees by the polariscope. [In the case of direct-consumption 
sugar produced in the United States from sugar beets, for example, 
the raw value is determined by multiplying the weight thereof by one 
and seven-one-hundredths. Accordingly. the tax on such sugar is 0.535 
cents a pound or 53% cents per hundred pounds. ] 

(4) The term “blackstrap molasses’ means the commercially so- 
designated “by product” of the cane-sugar industry, not used for human 
consumption or for the extraction of sugar; 

(5) The term “beet molasses” means the commercially so-designated 
“by product” of the beet-sugar industry, not used for human consump- 
tion or for the extraction of sugar. 

?It is noteworthy that this exemption is specifically limited to manu- 


facturers and converters. It does not apply to wholesalers, obbers, or 
other distributors. 


(3) Any article (except sugar) processed wholly or in 
chief value from sugar beets, sugarcane, or any product 
thereof But sugar held in customs custody or control on 
April 25, 1934, is not exempt from the floor stocks tax 
unless the rate of duty paid upon the withdrawal thereof 
was the rate of duty in effect on January 1, 1934. 

No refunds are payable upon termination of the tax in 
the case of sugar beets or sugarcane or the products there- 
of, according to the concluding sentence of subsection (c) 
of Section 16 of the Agricultural Adjustment Act, added by 
Section 17 of the Sugar Act. This provision, when and if 
the processing tax is terminated, probably will largely off- 
set present advantages obtained. 

In addition to the above exemptions from the tax on 
floor stocks, a special concession is given to all but retail- 
ers in payment of the tax. Evidently, either retailers were 
without direct contact with Congress or momentarily lost 
it when Section 10 of the Sugar Act, amending Section 16 
(a) (1) of the Agricultural Adjustment Act, was put into 
writing. Therein it is provided that in the case of sugar, 
the tax on floor stocks, except the retail stocks of persons 
engaged in retail trade, need not be paid until the stocks 
are sold or used in manufacture of other articles, under 
rules prescribed by the Commissioner of Internal Revenue 
with the approval of the Secretary of the Treasury. Thus, 
for processors, wholesalers, jobbers, and other factors, ex- 
cept retailers, the tax is more in the nature of a current 
sales tax than a floor stocks tax as applied to other com- 
modities. While inventories of floor stocks on hand are 
required as of June 8 for other than separate retail stocks 
of sugar, it is expected that regulations to be issued by the 
Treasury Department will require monthly reports there- 
after on the amount of sugar sold from stocks as of June 8, 
and that payment will be required monthly in accord with 
sales shown on the monthly reports. 

Sirup of cane juice, or molasses, manufactured by a pro- 
ducer whose total seasonal sales are not more than 200 
gallons, is exempted from payment of the processing tax. 
In the case of a producer who sells more than 200 gallons, 
but less than 500 gallons, the sirup will be exempt from 
the tax to the extent of 200 gallons. with the balance taxed. 
If the producer sells more than 500 gallons he is not en- 
titled to the exemption. 

A reduction in duty on Cuban sugar equal to the amount 
of the processing tax went into effect on June 8, the effec- 
tive date of the sugar tax. Hence, the increase in the cost 
of sugar to the consumer should, apparently, be slight, 
if any. 


Alcohol Tax Unit Established in Bureau of 
Internal Revenue 


NEW unit in the Bureau of Internal Revenue, to be 

known as the Alcohol Tax Unit, has been established 
(T. D. 4432, XIII-20-6803), which will be supervised by a 
Deputy Commissioner of Internal Revenue. 

Under the direction of the Commissioner of Internal 
Revenue, the Alcohol Tax Unit is charged with the admin- 
istration of the following subjects: 

(a) The production, custody, and supervision of distilled 
spirits, alcohol, wines, fermented liquors, cereal beverages, 
denatured alcohol, and other such liquors and liquids; 





3 When the processing taxes on wheat, cotton, field corn and hogs 
were imposed, all products processed wholly or in chief value from 
the commodities to which the processing taxes apply were, under the 


law, made subject to a floor stocks tax at rates specified by the con- 
version factors. 
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(b) The establishment, construction, operation, custody, 
and supervision of distilleries, industrial-alcohol plants, 
bonded warehouses, denaturing plants, wineries, bonded 
wine storerooms, breweries, rectifying houses, dealcoholiz- 
ing plants, cereal beverage plants, and other places at which 
such spirits, liquors, or liquids are produced or stored; 


(c) The determination, assertion, and assessment of all 
internal revenue taxes and penalties pertaining to distilled 
spirits, alcohol, wines, fermented liquors, cereal beverages, 
denatured alcohol, and other such liquors and liquids, and 
the compromise thereof, except that all moneys shall be 
received and accounted for by the collectors of internal 
revenue under the direction of the Commissioner of In- 
ternal Revenue; 

(d) Inquiries and investigations relating to the filing uf 
returns for occupational and commodity taxes and penal- 
ties in respect to distilled spirits, alcohol, wines, fermented 
liquors, cereal beverages, denatured alcohol, and other such 
liquors and liquids, except that the collectors of internal 
revenue will remain charged with the routine inspection of 
the places of business of retail dealers in such liquors and 
liquids; 

(e) The investigation, prevention, and detection of viola- 
tions of the laws pertaining to distilled spirits, alcohol, 
wines, fermented liquors, cereal beverages, denatured alco- 
hol, and other such liquors and liquids, or any regulations 
issued thereunder, and the apprehension of offenders 
against such laws; 


(f) The detention and seizure, for violation of laws re- 
lating to distilled spirits, alcohol, wines, fermented liquors, 
cereal beverages, denatured alcohol, and other such liquors 
and liquids, of property, whether real or person (except 
seizure under distraint warrant), and the custody, control, 
sale, and disposition of property so seized; 

(g) The discharge of liens under Section 902, of the Rev- 
enue Act of 1926. 


Community Property Bill 


LTHOUGH extensive hearings have been held by a 

subcommittee * of the Ways and Means Committee in 
the matter of the taxation of community-property income 
and with particular consideration of H. R. 8396, 73d Cong., 
2d Sess., introduced by Representative Allen T. Treadway 
of Massachusetts, the bill will not pass at this session, but 
its sponsors can be expected to vigorously support it at the 
next Congress, which begins on January 3, 1935. 


The text of the Treadway bill is as follows: 


Be it enacted by the Senate and House of Representatives of the United 
States of America in Congress assembled, That for the purpose of deter- 
mining the income-tax liability of any individual during any taxable year 
beginning after December 31, 1933, property of a marital community shall 
be considered as the property of, and income of a marital community 
shall be considered as the income of, the spouse who has the manage- 
ment and control thereof under the law of the jurisdiction in which the 
marital community exists, and such spouse shall be alone entitled to the 
deductions and credits allowed under the internal-revenue laws which 
are properly allocable to such property or income. 


In a statement before the subcommittee, Mr. Treadway 
stated that his bill involved a question of equity between 
states; “whether by manipulation of local legislative en- 
actments one state can take advantage in the matter of 
taxation over another.” 


The total annual loss in revenue to the Federal Govern- 
ment from the community-property situation, as to the 
income tax, estate tax, and gift tax, was estimated by L. H. 
Parker, chief of staff, Joint Committee on Internal Rev- 
enue, at between 30 and 50 million dollars. Since the 
Treadway bill is designed to bring about tax-assessment 
equality between the states only with respect to the income 
tax, the gain in revenue to be expected from the bill was 
estimated as likely to be between $18,000,000 and $28,000,000 
annually. 


The question of whether Congress has the right to tax 
One spouse upon the entire community income has not 
been directly passed upon by the Supreme Court, according 
to the testimony of Colin F. Stam, counsel, Joint Commit- 
tee on Internal Revenue. The case of Poe v. Seaborn, 282 
U. S. 101, he interpreted as bearing upon the intention rather 

1The members of the subcommittee are Ashton C. Shallenberger 


(chairman), Samuel B. Hill, Charles West, James A. Frear and Thomas 
C. Cochran. 
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than the power of Congress to tax that income. Among the 
cases which he considered as giving encouragement to the 
view that if a specific provision taxing community property is 
put in the law it might be upheld are United States v. Robbins, 
269 U. S. 335; Burnet v. Harmel, 287 U. S. 103; Reinecke wv. 
Smith, 289 U. S. 172; and Burnet v. Wells, 289 U. S. 670. 


Other cases bearing upon the issue which were presented 
by representatives of the Government to the subcommittee, 
for reference, were: U.S. v. Malcolm, 282 U. S. 792; Goodeil 
v. Koch, 282 U. S. 118; Hopkins v. Bacon, 282 U. S. 122: 
Bender v. Pfaff, 282 U. S. 127; Garrazi v. Dastas, 204 U. S. 
64; De Phillips v. Neslin, 139 Wash. 51; and Corliss v. Bowers, 
281 U. S. 376. 


Commissioner of Internal Revenue to Administer 
Excess Profits Tax on Navy Contracts 


"THE duty of determining and collecting the excess 
profits tax on navy contracts imposed by the Vinson 
Act (Public—No. 135—73d Congress, H. R. 6604, approved 
March 27, 1934) has been delegated to the Commissioner 
of Internal Revenue by T. D. 4434, XIII-22-6822 (p. 22). 
Following are extracts from the ruling. 


“*t * * Section 3 of the Act provides: 


Sec. 3. The Secretary of the Navy is hereby directed to submit 
annually to the Bureau of the Budget estimates for the construction of 
the foregoing vessels and aircraft; and there is hereby authorized to 
be appropriated such sums as may be necessary to carry into effect 
the provisions of this Act: Provided, That no contract shall be made 
by the Secretary of the Navy for the construction and/or manufacture 
of any complete naval vessel or aircraft, or any portion thereof, herein, 
heretofore, or hereafter authorized unless the contractor agrees— 

(a) To make a report, as hereinafter described, under oath, to the 
Secretary of the Navy upon the completion of the contract. 

(b) To pay into the Treasury profit, as hereinafter provided shall 
be determined by the Treasury Department, in excess of 10 per centum 
of the total contract price, such amount to become the property of the 
United States: Provided, That if such amount is not voluntarily paid 
the Secretary of the Treasury may collect the same under the usual 
methods. employed under the internal revenue laws to collect Federal 
income taxes. 

(c) To make no subdivisions of any contract or subcontract for the 
same article or articles for the purpose of evading the provisions of this 
Act, but any subdivision of any contract or subcontract involving an 
amount in excess of $10,000 shall be subject to the conditions herein 
prescribed. 

(d) That the manufacturing spaces and books of its own plant, 
affiliates, and subdivisions shall at all times be subject to inspection 
and audit by any person designated by the Secretary of the Navy, the 
Secretary of the Treasury, and/or by a duly authorized committee of 
Congress. 

(e) To make no subcontract unless the subcontractor agrees to the 
foregoing conditions. . 

The report shall be in form prescribed by the Secretary of the Navy 
and shall state the total contract price, the cost of performing the 
contract, the net income, and the per centum such net income bears 
to the contract price. A copy of such report shall be transmitted to 
the Secretary of the Treasury for consideration in connection with the 
Federal income tax returns of the contractor for the taxable year or 
years concerned. 

The method of ascertaining the amount of excess profit to be paid 
into the Treasury shall be determined by the Secretary of the Treasury 
in agreement with the Secretary of the Navy and made available to the 
public. The method initially fixed upon shall be so determined on or 
before June 30, 1934: Provided, That in any case where an excess 
profit may be found to be owing to the United States in consequence 
hereof, the Secretary of the Treasury shall allow credit for any Federal 
income taxes paid or remaining to be paid upon the amount of such 
excess profit. : 

The contract or subcontracts referred to herein are limited to those 
where the award exceeds $10,000. 


“The method of ascertaining the amount of excess profit 
to be paid to the United States in respect of contracts 
entered into under the Vinson Act shall be as follows: 


“The excess profit shall be determined on each con- 
tract separately upon the completion or other termina- 
tion of the contract. The amount of such excess profit 
shall be the amount of the profit on the contract in 
excess of 10 per cent of the total contract price. The 
amount of the profit on the contract shall be the 
difference between the total contract price and the 
cost of performing the contract. The cost of per- 
forming the contract shall be the direct costs, such as 
material and labor, incurred by the contractor in per- 
forming the contract, plus a reasonable proportion of 
any indirect costs (including overhead or general ex- 
penses) appertaining to the contract which are not 
usually directly allocated to the cost of performing the 
contract. No general rule may be stated for ascer- 
taining the reasonable proportion of the indirect costs 
to be allocated to the cost of performing a contract 
which would be applicable to all cases, The proper 
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proportion of the indirect costs to be applied to the 
cost of performing a particular contract depends upon 
all-the facts and circumstances relating to the perform- 
ance of the particular contract. The contractor shall 
include as a part of the report required to be made to 
the Secretary of the Navy upon the completion or 
other termination of the contract, a statement explain- 
ing the manner in which such indirect costs were 
determined and allocated to the cost of performing the 
contract. 


“A copy of the report relating to the contract required 
to be made to the Secretary of the Navy shall immediately 
upon completion or other termination of the contract be 
filed by the contractor with the collector of internal rev- 
enue for the collection district in which the contractor’s 
Federal income tax returns are required to be filed. The 
contractor shall pay any excess profit disclosed in such 
report to the collector of internal revenue at the time such 
report is filed. 


“The duty of determining the profit, and the excess profit, 
if any, on contracts entered into under the Vinson Act is 
hereby delegated to the Commissioner of Internal Revenue. 


“If the Commissioner determines in respect of any con- 
tract entered into under the Vinson Act that there is an 
excess profit in an amount exceeding the excess profit, if 
any, shown upon the copy of the report filed with the 
collector of internal revenue and already paid, or, in case 
no such copy is filed and/or no excess profit is paid, the 
Commissioner finds and determines that the contract has 
been completed or otherwise terminated and that an excess 
profit has been received, the Commissioner may proceed 
to collect such unpaid excess profit under the usual meth- 
ods employed under the internal revenue laws to collect 
Federal income taxes.” 


[Signed by T. J. Cootipce, Acting Secretary of the Treasury, 
and agreed to by Witt1Am D. Leany, Acting Secretary of the 
Navy, May 19, 1934.] 


1932 Income Tax Returns Reported by States, 
Counties, Cities and Townships 


COMPILATION of the number of individual income 

tax returns for 1932, by states, counties, cities and 
townships having a population of 1,000 and over in the 
1930 census, has been issued by Commissioner of Internal 
Revenue Helvering. 


The fiscal and other economic data relating to these 
returns are to a limited extent summarized in the Prelimi- 
nary Report “Statistics of Income for 1932” which was 
issued in January, 1934... More comprehensive segrega- 
tions by states and territories are now being prepared and 
will appear in the Complete Report “Statistics of Income for 
1932.” This report will be issued towards the end of the 
current calendar year. 


The total number of individual income tax returns for 
1932 filed during 1933 was 4,078,640 compared with 3,405,337 
individual returns for 1931 filed during 1932. The follow- 
ing table shows the number of individual returns filed by 
states during 1932 compared with individual returns filed 
— 1933, arranged in the order of the greatest number 
iled: 


No. of Individual Returns 


State Year—1931 Year—1932° 
OR ee eee 682,603 832,486 
Penmeyivania. ..... 605... 276,825 351,740 
Se ee 274,132 315,336 
IN le ip Ponti so ecoruhbcetiacs 281,591 299,829 
Massachusetts ............ 205,016 258,472 
Ue. ae 181,975 223,796 
| ST ey eee 177,051 195,710 
I one ssi 5 dus td aaa 129,300 135,790 
| de ES Re ee 100,283 122,222 
eed eee ee 75,666 99,492 
EE EE ee 89,992 97,805 
OS EP 68,194 89,781 
OO eee ee ear 63,992 85,783 
District of Columbia....... 52,631 74,322 
I oi fa ora crnte x > &.<' sates 57,099 66,851 
Se eee 50,202 64,725 
Washington 

(Includes Alaska) ...... 49,829 60,260 
vigil! gaia ty Recep ean ae 31,495 45,477 
III = ops acteww ta cie eee 36,242 44,756 
Ser on ee ee 30,591 36,079 


1See the February issue of Tax MaGazINE, pp. 73-74. 
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No. of Individual Returns 


State Year—1931 Year—1932 
IE Sek ee 30,941 34,115 
rae eee 28,381 33,948 
| Se SRR NC Poel Pine 27,659 33,423 
OR ee RD eines altho 29,493 33,388 
PMNS 5 5 5's 3054s sis Latees 30,430 32,559 
IN eo hs 6 59 os ea ie 27,437 32,177 
WET hela dah cSlaca ess 27,685 31,726 
|. EEA enero 18,164 28,093 
Wert ViGHIMIR ...6 66. 660505 23,808 27,920 
Nortn Carolina ........... 24,822 27,699 
Pees AELESS as Secs 24,540 27,541 
pO SR en ae 20,264 22,178 
Se Se eee eee 17,026 21,857 
New Hampshire .......... 13,506 16,406 
Sowth Cérolina. .......6... rb ee 365 12,836 
PN i Sosa, 25. 20h. Ao ex's 77628 12,653 
PIL 33 inns se oicty occa blele 11,627 12,261 
WII 5), Soi on blaareny 11,068 11,449 
Ay Oe Sa o 10,386 11,231 
EE ES 8,189 10,534 
LA telllaette: Sieg a ieeoliy tenner 8,526 10,258 
ee eee 8,721 10,222 
proven Dakota 5... . 2.6 es 7,434 9,571 
pS ye a Gee eee eee 8,587 9,501 
OUT TIONED. noses nice ose 8,163 9,200 
i See Renee 5,889 y Pst 
MN eis lec eee 5,504 6,011 
=e eee 5,989 5,980 
PRO a. 53a Spsa.k Seis ee bale nts 3,617 4,338 

, Ge aa 3,405,337 4,078,640 


Seventy-fourth Congress to Consider 
Tax Law Revision 


rey the layman, the Revenue Act of 1934 appears to be 
a thorough overhauling of the revenue law, but, if 
present plans are carried out, something more drastic is 
in store at the next session of Congress. 


The new revenue law was designed primarily to close 
yawning tax-escape gaps. The contemplated revision may 
add new tax sources. At any rate, it will probably be 
necessary to provide a larger tax yield than is anticipated 
from the imposts under the 1934 Act. 


It is probable that the investigation preparatory to a 
new revenue law draft will be made under a resolution 
(H. Res. 418), introduced by Representative Robert L. 
Doughton, chairman of the Ways and Means Committee, 
the text of which follows: 

Resolved, That for the purpose of obtaining information necessary as 
a basis for legislation the Committee on Ways and Means, as a whole 
or by subcommittee, is authorized to further conduct an investigation 
(1) of the operation and effect of the internal-revenue laws of the United 
States and the existing rules and regulations for the administration 
thereof, with a view to determining methods of improving and simplifying, 
and of preventing evasion and avoidance of such laws, and (2) of possible 
new sources of revenue. 

The committee shall report to the House at the earliest practicable 
date the results of its investigation, including such recommendations for 
legislation as it deems advisable. 

For such purposes the committee, or any subcommittee thereof, is 
authorized to sit and act during the present Congress at such times and 
places, in the District of Columbia or elsewhere, whether or not the 
House is sitting, has recessed, or has adjourned, to hold such hearings, 
to require the attendance of such witnesses, and the production of such 
books, papers, and documents, and to take such testimony, as it deems 
necessary. Subpenas may be issued under the signature of the chairman, 
and may be served by any person designated by him. 


The Function of a Taxpayer’s Ethics In 
Income Tax Liability 
(Continued from page 297) 


opportunity given him. Likewise, if an undue hard- 
ship falls upon him, you may know that the Gov- 
ernment has performed a duty prescribed for it by 
some rule of law. 


There is no need to become righteously aroused 
when the taxpayer and the Government do exactly 
what they have been encouraged and invited to do. 
The indignation should be transferred to channels 
offering more constructive remedies. Why should 
any taxpayer reject the devices openly given him? 
As yet, taxpayers have not become philanthropists, 
dunces, or unerring individuals, and it is a fallacious 
rule of law which: ‘presumes that they might be. If 
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Congress intended to tax them, tax them. If ex- 
emption or deduction is allowed, permit it. Under 
the most conservative legal philosophy, it is not im- 
possible to strike the shackles of improper benefits. 
As to the situations discussed above, there is always 
the intent of Congress, which is no secret. 


Step Reorganizations 
(Continued from page 293) 


equal as one takes common stock and the other pre- 
ferred stock and bonds *? and for the further reason 
that cash as well as property is transferred.*” 

So to circumvent this problem, Jones, Smith and 
Johnson each form separate corporations. Jones and 
Smith convey their respective properties to their re- 
spective corporations and each receives all of the 
stock of his corporation. Johnson acquires all of the 
stock of his corporation by cash purchase. Then 
the three corporations consolidate under the cor- 
porate consolidation laws of the state in which the 
corporations were organized. Common stock is is- 
sued to Jones and preferred stock and bonds to 
Smith and Johnson. 

The effect of all this is that as between the con- 
solidated corporation and its stockholders, a trans- 
action has been accomplished indirectly which, if 
effected directly, would have given rise to recogni- 
tion of gain or loss to Jones and Smith. The sev- 
eralty of the steps must be recognized or gain or 
loss would be recognized. 

Like transactions without number can readily be 
thought of. Most practitioners have long considered 
them safe within the reorganization sections. Yet on 
May 4 of this year, the Board of Tax Appeals pro- 
mulgated a decision that makes uncertain the tax- 
free nature of such type of transactions. 

In Ballwood Company v. Commissioner, 30 B.T.A. 
No. 101 *, a transaction very similar to the transac- 
tion involved in I.T. 2542 was held to constitute 
a taxable exchange. The Midwest Piping and Sup- 
ply Company, Inc. desired to acquire the pipe fabri- 
cating business of the Ballwood Company. The 
assets of this department of the Ballwood Company 
constituted only 29 per cent of its total assets. For 
these assets, it was proposed to exchange certain 
preferred stock and certain common stock of the 
Midwest Company so that the Ballwood Company 
would own approximately 5 per cent of the outstand- 
ing common stock and 65 per cent of the outstanding 
preferred stock of the Midwest Company. A direct 
transfer of these assets for such stock would, of course, 
not comply with the reorganization sections. 

A new corporation was formed to which the pipe 
fabrication business was transferred in exchange for 
the delivery to the petitioner of all its stock. Peti- 
tioner then exchanged this stock of the new company 





(Footnote 41 continued) 
There is a question as to whether such a transaction would not lead to 
recognition, unless both the preferred and common had equal voting 
powers.” 

42 Appeal of Louis Abrams, 3 B. T. A. 385; G. C. M. 2862, VII-1 C. B. 
161. The payment of cash for stock of the corporation is not a reorgani- 
zation step, but it is included here as one of the steps inasmuch as it is 
not a transaction in which gain or loss is recognized. The slight ques- 
tion as to whether Subsection 112 (b) (5) applied where two or more 
eee transfer severally owned property to a corporation has recently 

een answered in the affirmative by the Circuit Court of Appeals for the 
Fifth Circuit in the case of American Compress & Warehouse Company 
v. Agnes B. McGrawl Bender, reported in 343 CCH Paragraph 9291 
(affirming District Court, W. Dist. Louisiana). 
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for the 5 per cent of the outstanding common stock 
and 65 per cent of the outstanding preferred stock of 
the Midwest Company. Each of these two steps is 
clearly within the reorganization sections. 

The Commissioner took the position that each 
step must be considered separately and admitted 
that the first step was a reorganization. As to the 
second step, however, he contended the same was an 
exchange which in itself was not a tax-free reorgani- 
zation or an exchange made in pursuance of any plan 
of reorganization. This view was adopted by the 
Board with two members dissenting and three mem- 
bers concurring in the result. The theory of the 
Board is not exactly clear. The decision seems to 
be rested partly on the basis that it was a mere tax 
avoidance scheme and therefore should be disregard- 
ed and partly on the theory that the “acquisition by 
one corporation of all of the stock of another was 
not of itself sufficient to constitute a ‘reorganization’ 
if the transaction was not ‘of the nature of a merger 
or a consolidation.’ ” 

The special concurring opinion of Adams, how- 
ever, insists on considering the two steps of the 
transaction as a whole and tests the transaction upon 
the basis of the result. 

Examined from the viewpoint expressed in the 
concurring opinion of Adams, the decison is without 
doubt correct. The transaction was refused a tax 
exempt status because the result attained was not 
within the intent of the reorganization sections, al- 
though it is accomplished by a series of steps each 
technically within these sections. 

No doubt, the Ballwood case will go to the Circuit 
Court of Appeals and perhaps to the Supreme Court. 
It is believed that the decision ‘can only be affirmed 
if the viewpoint of Adams is adopted by the higher 
courts. If the transaction is treated as steps as was 
done by the majority of the Board, then only the 
result of each step should be considered. The result 
of each step is definitely within the statute. 


(Concluded in the July issue) 


Significant Decisions of the Board 
of Tax Appeals 


Assignment of Rights to Receive Compensation Under a 
Contract—Election of Method of Reporting Income.—(1) 
Where the petitioner is entitled to certain semiannual pay- 
ments under a contract as compensation for past services 
already performed, his rights under such contract are prop- 
erty rights and may be assigned by him, relieving him of 
taxability on the semiannual payments as income to him. 

(2) The petitioner entered into a contract in 1922 
whereby he was to receive certain stipulated sums with 
interest semiannually until 1943, and kept his accounts and 
made his tax returns On a cash receipts and disbursements 
basis. In 1922 petitioner did not return the contract or its 
value as income subject to taxation, but returned in that 
year and in subsequent years only the amounts of cash 
received by him during each year. It is too late now for 
petitioner to claim that the entire value of the contract was 
taxable in 1922, as limitation has run and petitioner must 
abide by his election—Walter L. Ross v. Commissioner, 
Dec. 8528 [CCH]; Docket 73282. 

Bonds—Redemption Before Maturity.—(1) Where a bond 
issue is retired before maturity by redemption of the bonds 
for cash, a taxpayer is entitled to a deduction from income 
of the amount of unamortized discount and other financing 
costs in the year of such redemption and retirement. 

(2) A taxpayer is entitled to a deduction of an amount 
representing unamortized discount and other financing 
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costs in the year of redemption and retirement of a bond 
issue before maturity, notwithstanding the fact that part of 
the bonds were redeemed for cash and part were ex- 
changed for other bonds of a later issue—Great Western 
Power Co. of California v. Commissioner, Dec. 8529 [CCH]; 
Docket No. 48617. 


Sternhagen dissents as to the second issue, with brief 
opinion to the effect that unamortized discount and financ- 
ing cost of the prior issue should be spread over the life 
of the new issue. 


Capital Gain.—The entire profit derived from the sale of 
capital assets, where the taxpayer does not elect to have 
such entire amount taxed as capital net gain, must be 
included in and taxed as ordinary income for 1929. “It is 
obvious, we think, under the plain language of the statute, 
unless the taxpayer elects to have the entire amount taxed 
at the 12% per cent rate it can not be said that he has 
elected to have the capttal net gain for the taxable year so 
taxed, and in the absence of such an election the entire 
amount must be taxed as ordinary income.” The Board 
revokes its previous decisions in Thomas, 25 BTA 10, Dec. 
7473, and McCulloch, 29 BTA 6/7, 73, Dec. 8243, in which 
the taxpayer was permitted to use the capital-net-gain rate 
for the entire gain—Samuel W. Weis v. Commissioner, Dec. 
8526 [CCH]; Docket No. 62126. 

Smith dissents, with opinion to the effect that taxpayer 
has not failed to elect the capital-gain method where he 
has reported part of the profit on such basis. 


Community Property.—Petitioner is the survivor of a 
marital community in the State of Washington, and was 
sole legatee and executrix of the estate of her deceased 
husband. The major item of value in the estate consisted 
of a block of corporate stock which was community prop- 
erty. During the course of administration of the estate the 
executrix, acting as such, sold one-half of the block of 
stock and received the proceeds as executrix. At the same 
time she sold a few shares of the stock as her own as 
survivor of the community, and later in the same year sold 
additional shares as her community portion. The sales 
were so reported to the probate court and approved by it 
in the decree of distribution, and were so reported in in- 
come tax returns filed. It is held that the partition made 
between property of the estate and that of the survivor 
should be recognized, and it was error on the part of 
respondent to treat the sales as sales of undivided portions 
of community property and to tax one-half the gain on all 
sales as profit to petitioner as survivor of the community 
and the other half to the estate—Mildred M. Hubbard v. 
Commissioner; Mildred M. Hubbard, formerly Executrix of 
the Estate of Edward Hubbard, Deceased, v. Commissioner ; 
Mildred M. Hubbard, as Transferee of the Estate of Edward 
Hubbard, Deceased, v. Commissioner, Dec. 8550 [CCH]; 
Docket Nos. 63837, 63878, 67569. 


Consolidated Returns.—Addition of a member to an af- 
filiated group did not give a right to file a consolidated 
return where the members had elected to file separate 
returns in the preceding year. In 1927 three corporations 
were affliated and elected to file separate returns. In 
January 1928 another corporation came into the affiliation. 
The four corporations were not entitled to file consolidated 
returns for the year 1928, not having obtained the per- 
mission of the Commissioner so to do. The Board after 
careful consideration finds itself unable to adopt the rule 
announced in Stonega Coal & Coke Co. v. Com., 57 Fed. (2d) 
1030, which is in conflict with the Board’s present ruling.— 
Huntington Beach, Inc. v. Commissioner; Donberry Corp. v. 
Commissioner, Dec. 8566 [CCH]; Docket Nos. 59239, 59240. 


Depreciation of Trust Property—Deduction by Bene- 
ficiary of Testamentary Trust.—Where, under a trust cre- 
ated by will which makes no provision that the trustee 
shall deduct depreciation, the entire income is payable to 
the beneficiary, such beneficiary is entitled under Section 
23 (k) of the Revenue Act of 1928 to take deduction of the 
depreciation suffered by the trust property, regardless of 
the fact that in the particular year there was no income 
from the trust property. “While depreciation may emanate 
from certain property, the allowance of the deduction 
therefor is not limited to the income produced by that 
property. .* >. *.. The enlargement of the depreciation 
section to include life tenants and income beneficiaries was 
made by Congress to place them on a parity with the legal 
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owner of property. Being thus granted the benefit of the 
deduction, they may use it to offset income or profits de- 
rived from any source whatever.”—Sue Carol (Mrs. Nick 
Stuart) v. Commissioner, Dec. 8520 [CCH]; Dockets 63963, 
71025. 

Federal Estate Tax.—(1) Dividends declared on cor- 
porate stock before, but payable at a time after, the death 
of a stockholder are includable in the gross estate of the 
deceased stockholder for estate tax purposes. 


(2) Trusts created for decedent’s wife and children, exe- 
cuted the day before he died, at the same time his will was 
made, are held not to have been created in contemplation 
of death, as he was apparently in good health when the 
trusts were created. Therefore, the property transferred 
by completed gift to such trusts was not a part of his gross 
estate. However, property purchased for inclusion in the 
trust, but never so included or delivered as a gift or other- 
wise, is includable in decedent’s gross estate for estate tax 
purposes.—Edith Huggard Sharp, Charles C. Norris, Jr., and 
Fidelity-Philadelphia Tr. Co., Executors, Estate of Walter P. 
Sharp, Deceased, v. Commissioner, Dec. 8534 ‘CCH: 
Docket No. 48317. 


Income from Mineral Deeds in Oklahoma Held to Be 
Ordinary Income.—Amounts received in 1929 as considera- 
tion for mineral deeds in Oklahoma are held ordinary 
income and not capital gain. “The descriptions vary in 
form in the several instruments, some calling the interest 
conveyed an ‘interest in the royalty,’ but no point is made 
of these differences. The petitioner continued to own the 
fee to the land. He contends that these transactions were 
sales of capital assets and legally different from the leases 
considered in earlier cases. While it may be true that 
there is a technical difference between a mineral deed in 
Oklahoma given for a single consideration, and an oil or 
mining lease in Texas or some other state given for either 
periodic royalties or a single ‘bonus,’ the practical effect 
of both is substantially the same and the legal distinction 
is overriden in applying a nationally uniform Federal in- 
come tax. We find it impossible to interpret Burnet v. 
Harmel, supra, [287 U. S. 103], as meaning anything else. 
Oil leases in Texas are called sales, but the proceeds were 
held to be ordinary income even though paid in lump. 
We can see no essential, practical, or economic difference 
when in Oklahoma a land owner conveys to another the 
lesser estate of an interest in the subterranean contents 
and the right to produce it—Forest Anderson v. Commis- 
sioner, Dec. 8544 [CCH]; Docket No. 64360 

Trammell concurs in the result. Black dissents, with 
opinion to the effect that the capital gains provision ‘of the 
law is applicable. Lansdon, Smith, and Adams agree with 
this dissent. 


Insurance Companies—Constitutionality of Sec. 204 of 
the 1928 Act—Loss Deductions.—(1) Petitioner, subject to 
tax under Sec. 13 of the 1928 Act, was not entitled to file 
consolidated returns with two insurance companies subject 
to tax under Sec. 204 of that Act. The Board finds no 
support for petitioner’s contention that Sec. 141(e) of the 
1928 ‘vale prohibiting returns in such cases, is unconstitu- 
tional. 

(2) Amount of deductible loss determined on the sale 
of property which was purchased for more than its value. 
A corporation, which in 1930 purchased from a wholly 
owned subsidiary securities at a price greatly in excess of 
the market price thereof but at the cost to the subsidiary, 
and immediately thereafter sold them at a price to net less 
than the market price when acquired, is entitled to deduct 
from gross income the difference between the fair market 
value of the securities at the date acquired and the price 
at which sold, but is not entitled to deduct a loss based 
upon the price paid to the subsidiary for such securities. 
“We are of the opinion that the reason given by the 
respondent for disallowing the deduction of the loss, 
namely, that it was not incurred in a ‘transaction entered 
into for profit,’ is not in itself a sufficient ground for dis- 
allowing the deduction of the loss. The statute permits 
the deduction of losses from sales of property by a cor- 
poration even though the property was not acquired in a 
transaction entered into for profit. We are of the opinion, 
however, that the statute which permits a corporation to 
deduct from its gross income losses sustained upon the 
sales of property contemplates normal business transac- 
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tions. Where a corporation for one reason or another 
purchases property at an amount in excess of the fair 
market value or in excess of the market price the transac- 
tion is not a normal busihess transaction.”—Pennsylvania 


Indemnity Co. v. Commissioner, Dec. 8513 [CCH]; Docket 
No. 71992. 


McMahon concurs in the result only, with separate opin- 
ion to the effect that the difference between the cost and 
the market value of the stock when purchased was a capi- 
tal contribution and not deductible as a loss. Sternhagen 
dissents, with opinion to the effect that though the securi- 
ties actually diminished in value and were disposed of at 
less than cost, neither corporation gets a deduction for the 
loss which was sustained. 


Interest on Tax-free Securities—Coupon interest re- 
ceived on tax-free securities by a bank which purchased 
the securities, subject to an agreement by the seller to 
repurchase within 90 days at the same purchase price plus 
accrued interest, is held to have been properly received by 
the bank as tax-free interest on short term investments, 
and not as interest on loans with the securities as col- 
lateral. First National Bank in Wichita, 19 BTA 744, aff'd, 
57 Fed. (2d) 7, distinguished. “There is no evidence that 
the repurchase plan was a device contrived for the purpose 
of tax evasion or even tax avoidance. On the contrary, 
the record indicates that the arrangement was a well estab- 
lished custom in San Francisco banking circles, resulting 
from the bank’s need to put its surplus funds to work, but 
in such form as to be liquid and constantly available.”— 
Bank of California, National Ass’n, a Corporation, v. Com- 
missioner, Dec. 8538 [CCH]; Dockets 55537, 60629. 


In-the-Family Transactions—(1) All deductions to 
which either husband or wife filing a joint return is entitled 
may be deducted from their aggregate gross income. 
Frank B. Gummey, 26 B. T. A. 894, followed. The Com- 
missioner contended that since a joint return was filed, the 
taxpayer could not deduct the loss on a sale of stock to 
his wife. 

(2) Loss sustained by a husband in 1925 upon the sale 
of stock to his wife, with the mutual intention in good 
faith of transferring ownership, the wife having a sub- 
stantial estate of her own and having paid therefor with 
her own money, is deductible by the husband. No gift 
was intended; there was no understanding that the stock 
was to be held by the wife as petitioner’s property; the 
wife paid for the stock out of her separate funds; there was 
no agreement that petitioner would return the purchase 
price to his wife; a transfer was made on the books of the 
corporation, and the fair market value of the stock did 
not exceed the price at which it was sold.—Joseph E. 


Uihlein v. Commissioner, Dec. 8510 [CCH]; Docket No. 
51234. 


Losses.—(1) Loss on sale of stocks was not deductible 
because sale was not bona fide. The taxpayer, who was 
president and, by virtue of stock ownership and blanket 
corporate authorization, in complete control of a corpora- 
tion, gave instructions to a broker to sell certain personally 
owned stocks in 1929 and at the same time gave instruc- 
tions to the same broker to buy identical quantities of the 
same stocks on behalf of the corporation. The broker 
issued notices of sales and purchases to the respective 
parties and checks were passed. Upon the expiration of 
30 days after the above transactions the corporation trans- 
ferred the stock to the taxpayer in his personal capacity. 
It is held that the whole transaction showing a persisting 
intention by taxpayer to hold title and retain dominion 
over the stocks, it did not amount to a bona fide sale. 
“Viewing the entire situation, we are of the opinion that 
the forms and ceremonies which taxpayer employed lacked 
the spark of vitality essential to a bona fide sale; that 
there was a persisting intention to hold title; and that in 
the mind of the taxpayer he never really parted with 
dominion over the stock.” 


(2) Were we incorrect in the conclusion above an- 
nounced, we would find it difficult to escape the alternative 
conclusion that even if the steps taken were sufficient to 
constitute a sale, Shoenberg, the individual, possessed an 
option to buy the stock back from Shoenberg, the cor- 
poration, during all the time he was out of possession, 
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which option was exercised immediately on the expiration 
of 30 days after the sale. The existence of such an option 
would bring the transaction within the provisions of sec- 
tion 118 of the Revenue Act of 1928.—Sydney M. Shoenberg 
v. Commissioner, Dec. 8557 [CCH]; Docket No. 72529. 

Trammell dissents, with brief opinion to the effect that 
sale was bona fide and loss deductible. Goodrich dissents, 
with brief opinion to the effect that the transactions were 
completed sales between separate legal entities and con- 
summated through the usual business channels and that 
the loss should be deductible. 





(1) Loss sustained in 1929 by a corporation through the 
liquidation, prior to dissolution, of an affiliated corporation 
of which it owns all the shares is not deductible on con- 
solidated return. I/feld v. Hernandez, 54 S. Ct. 596, fol- 
lowed. Attorney’s fees, prepaid rent, organization ex- 
penses, and unrecorded liabilities of the subsidiary are 
items affecting the quantum of the intercompany loss, and 
are likewise not deductible. 

(2) Exchange by a corporation, in 1929, of shares held 
by it in an unaffiliated corporation for some of its own 
shares owned by the other corporation, the value of its 
own shares received being less than the cost of the shares 
given up, supports a deduction for loss.—Niagara Share 
Corp. (of Delaware), v. Commissioner; Niagara Share Corp. 
(of New York), v. Commissioner: Mortgage Security Corp. 
of New Jersey v. Commissioner; Knickerbocker Funding 
Corp. v. Commissioner; Morseco Realty Corp. v. Commis- 
stoner, Dec. 8559 [CCH]; Docket Nos. 66922-66926. 


Redemption of Stock.—(1) Commissioner’s allocation of 
the basis of shares of common and preferred stock received 
in a 1926 reorganization is approved for the purpose of 
determination of the gain on redemption in 1926 of the pre- 
ferred stock. The undisputed cost basis of the stock sur- 
rendered in the 1926 reorganization was allocated on the 
basis of the respective market values of each class of stock 
received in the reorganization at the date received. This 
allocation, made in accordance with the regulations, is prima 
facie correct. No evidence was introduced by the tax- 
payer to show that the allocation was incorrect. 

(2) Redemption by a parent company of its preferred 
stock in 1926 at a time when it owned all the stock of a 
subsidiary, financing the redemption by borrowing funds 
from the subsidiary, is held to have been paid from capital, 
the parent company having little, if any, accumulated earn- 
ings of its own. The subsidiary’s earnings cannot be ap- 
plied toward the redemption, John B. Stewart, 29 BTA 809, 
distinguished. Dividend paid after merger of the subsidiary 
with the parent company is held to have been paid from 
earnings accumulated since February 28, 1913, the earnings 
of the former subsidiary having become the earnings of 
the new company.—IV. Gibson Carey, Jr. v. Commissioner; 
Isaac Harter v. Commissioner, Dec. 8540 [CCH]; Docket 
Nos. 46599, 58009, 61445. 


Goodrich dissents, without written opinion. 


Reorganization—Under an agreement entered into in 
1929 between Corporation A (the petitioner) and Corpora- 
tion B, Corporation A caused to be organized Corporation 
C to which it transferred approximately 29 per cent of its 
assets in exchange for all of Corporation C’s capital stock. 
Thereupon, Corporation A transferred all of such capital 
stock to Corporation B in exchange for approximately 18 
per cent of its capital stock, which it distributed as a 
dividend to its sole stockholder. It is held that the ex- 
change by Corporation A of the stock of Corporation C 
for shares of stock of Corporation B did not constitute a 
reorganization and that the petitioner is taxable upon the 
gain resulting from the exchange. The transfer to Cor- 
poration B for all its stock and the transfer of such stock 
to Corporation C for the latter’s stock were separate trans- 
actions, the first was recognized by the Commissioner as 
nontaxable but the second, a separate step, did not come 
within the reorganization provisions of the 1928 Act.—Ball- 
wood Co. v. Commissioner, Dec. 8554; Docket No. 66312. 


Trammell and Leech dissent, without written opinion. 
Residence Supplied by Corporation to its Sole Stock- 
holder—Treatment of Rental Value for Income Tax Pur- 


poses.—(1) Where a dwelling, studio, and garage were 
erected by a corporation on its own property and at its own 
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cost for the purpose of supplying a residence to its presi- 
dent and sole stockholder, the reasonable value of the use 
of the residence, $3,000, was taxable income to the presi- 
dent as additional compensation, but was not income to the 
corporation as rental. There being no evidence as to 
whether such additional compensation was reasonable, the 
corporation is not entitled to deduct such amount from 
its gross income. “The corporation is entitled to take as a 
deduction depreciation on the buildings, both of which 
were used in its business, the one to furnish a residence 
to its president, and the other as a shop or office. Sec. 
23 (k), Revenue Act of 1928. We have found the normal 
life of the residence [of brick veneer construction] to be 
25 years.”—Reynard Corporation v. Commissioner; Fontaine 
Fox v. Commissioner, Dec. 8522 [CCH]; Docket Nos. 67386, 
70795, 71084. 


Leech, dissenting: ‘The majority opinion, although it ap- 
proves the charging of the petitioner, Fox, with additional 
compensation for the rental value of the corporation’s resi- 
dence which he used during the taxable years, reverses the 
action of the respondent in including this identical rental 
value in the corporation’s income for the same years. I 
think the decision upon this latter action inconsistent with 
the former and erroneous. This amount, recognized as 
compensation to Fox from the corporation, must be treated 
as having been constructively paid to the corporation as 
rental, and therefore taxable income, to it before it can be 
held to have been paid by the corporation to Fox. Cf. 
Burnet v. Wells, 289 U. S. 670.” Seawell agrees with this 
dissent. 


Royalties Paid in Advance—Year in Which Taxable 
When Transferred from Reserve Account to Profit and 
Loss.—Where advance mining royalties are not included in 
gross income in the years in which received by reason of 
the fact that they were credited to a reserve account, and 
the statute of limitations has operated against the assess- 
ment and collection of the deficiencies for such years, and 
they are taken into the profit and loss account of the tax- 
able year (here, fiscal year 1931), it is held that the taxpayer 
is estopped to deny that they constitute taxable income of 
the year in which credited to the profit and loss account.— 
Sugar Creek Coal & Mining Co. v. Commissioner, Dec. 8515 
[CCH]; Docket No. 73758. 


Sale Distinguished from Loan Basis for Charitable Dis- 
tributions—Responsibility of Taxpayer for Return Pre- 
pared by His Agent.—(1) Transaction purporting to be a 
sale of stock with an option to buy back is held, under all 
the circumstances, not to be a loan but a sale, the gain 
being taxable. Loss on similar sales is not deductible be- 
cause of option to repurchase. The petitioner, wanting the 
use of money with which to buy more stock, desired to 
borrow it. He tentatively agreed to borrow the sum he 
wanted from a capitalist at a rate of interest between 7 and 
10 percent, offering as collateral 5,000 shares of the same 
kind of stock as he wanted to buy. Upon being informed 
by his attorney that the proposed rate of interest was 
usurious, the purported sales agreement with the option 
to repurchase was substituted. “Were it to be held that 
after all his care these were but loans, they would be no 
less usurious than the original plan which he deliberately 
sought to avoid. While no ruling by this Board that these 
were usurious contracts would have sanction to stamp 
them as such in respect of their validity or enforceability, 
such a determination should not be lightly made in any 
event, for it would not only affect this petitioner and his 
taxes, but each other party to the contract, both as to 
his tax basis and his civic character under the usury statute. 
* * * The charge of usurious lending should not be applied 
indirectly to all of these parties by an official decision un- 
less it is amply supported by the evidence; and this we 

can not find. Certainly a construction of the contract 
as a valid sale demands recognition over that of a usurious 
loan.” 

(2) “The basis for petitioner’s 15 percent deduction for 
charitable contributions is not limited to ordinary income, 
but includes capital gains, Bliss v. Commissioner, 68 Fed. 

(2d) 890 (C.C.A., 2d Cir., Jan. 8, 1934); Harbison v. Commis- 
sioner, 68 Fed. (2d) 1004 (Cy Cras 2d Cit: hae 8, 1934); 
Aaron Straus, 27 B.T.A 1116 (review pending, C.AD.C.).” 
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(3) “The omission by petitioner of substantial items from 
his 1927 return was clearly negligent and respondent has 
added the penalty prescribed by Revenue Act of 1926, Sec. 
275 (a). This was correct. Petitioner can not escape his 
responsibility for a correct return by committing its pre- 
paration entirely to his secretary. Board v. Commissioner, 51 
Fed. (2d) 73; 14 B.T.A. 374, 393; Edmond A. Hughes, 27 
B.T.A. 1022 (review pending C.C.A., 5th cir.); D. C. Both- 
well, 27 B.T.A. 1351 (review pending, C.A.D.C.).”—Irving 
Fisher v. Commissioner, Dec. 8519 [CCH]; Docket No. 61622. 


Transferee Tax Liability.— (1) Petitioner’s contention 
that Sec. 280 of the 1926 Act is unconstitutional is over- 
ruled on authority of Phillips v. Com., 283 U. S. 589. 


(2) Where decedent’s estate was completely distributed 
before final determination of the tax liability of the estate, 
the Commissioner properly proceeded against the peti- 
tioner as distributee prior to the final determination of 
decedent’s deficiencies. Petitioner’s objection that Com- 
missioner’s notice failed to state whether the liability is at 
law or equity, is without merit. 


(3) Extent of petitioner’s transferee liability for taxpay- 
er’s taxes for the years 1920 to 1926 determined. The 
Commissioner contended that additional liability in the 
amount of $86,591.18 should be determined. on the basis 
of the stipulated facts. Assets in the value of $173,182.36 
were transferred to petitioner by his wife before her death 
and the Commissioner contended that these assets repre- 
sented earnings of a husband during marriage and that as 
such were the property of the marital community (Texas), 
of which the husband was a member, and, therefore, that 
one-half of this amount belonged to the wife at the date 
of his death and then passed to the petitioner as the sole 
beneficiary of his wife’s estate. The Board holds that the 
transfer was a gift inter vivos, which passed title at once 
to the petitioner and under the law this made the securities 
his separate property. Accordingly, they were not re- 
ceived by him as distributee of the decedent’s estate and 
transferee liability did not extend to such assets. 


(4) Transferee liability was not barred by the statute of 
limitations. The notice of the petitioner’s liability was 
mailed on September 12, 1929. At that date appeals as 
to the liability of the taxpayer for each of the years in- 
volved were pending before the Board and in each case the 
statute of limitations was suspended from the date of the 
appeal to the date of final determination by the Board and 
60 days thereafter—Francis E. Drake v. Commissioner, Dec. 
8525 [CCH]; Docket No. 46804. 


Trust Income — Deductions by Beneficiary.—(1) Where 
a widow elects to become beneficiary of a trust created by 
the will of her deceased husband, in lieu of her statutory 
rights in his estate, the income paid to her from such trust 
is taxable to her as ordinary income without regard to 
the value of her marital interests surrendered. Com. v. 
Butterworth, 290 U. S. 365, followed. 


(2) Payments made to decedent taxpayer by a trust es- 
tablished by a will are held not, in view of the terms of the 
will, to have been impressed with any further or additional 
trust requiring her to share them with minor children, but 
constituted sole and separate income, taxable to her as 
such. 


(3) Payments made by decedent to a daughter in con- 
sideration of the latter’s agreement not to contest a will 
creating a trust of which both were beneficiaries, did not 
constitute legal deductions from the taxable income of 
decedent. 


(4) Claims for income tax deductions representing de- 
preciation of trust assets for 1920 to 1927 inclusive, made 
by a life beneficiary who drew income only and owned no 
remainder interest in its corpus, disallowed.—Francis Ernest 
Drake, Executor of the Estate of Mrs. Francis E. Drake, De- 
ceased, v. Commissioner, Dec. 8524 [CCH]; Docket Nos. 
14139, 22308, 34670, 42625, 49028. 
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Assignment of Future Income From 
Personal Efforts 
(Continued from page 300) 

Seatree v. Commissioner“ involved an assignment 
of an interest in a partnership before the right to 
receive any portion of the partnership income for 
the current tax year had accrued to the assignor. 
The Board of Tax Appeals said that a “property 
right, a chose in action” had been assigned and held 
that the assignor was not taxable on the assigned 
partnership income. 

We believe that the Revenue Act of 1932 does not 
discriminate against the professional man. He may 
reduce” his tax liability by assigning a portion of 
his future income from his personal efforts, but that 
assignment, to be effective, must transfer the as- 
signor’s right to receive specific compensation or 
property before that right comes into existence. 
Otherwise, he is assigning “income,” on which he 
has already incurred a tax liability. 





Court Decisions 


(Continued from page 312) 


67 Fed. (2d) 213, which reversed an unreported memo- 
randum decision of the Board of Tax Appeals. 


State Liquor Business—Tax Liability—The Supreme 
Court denies the motion of the State of Ohio for leave 
to file an original bill of complaint for the purpose of pre- 
venting the United States from imposing on it the tax on 
liquor dealers provided for in Sec. 3244 of the Revised 
Statutes, as amended. The State is engaged in selling 
liquor through State owned and controlled stores, and con- 
tended that it was immune from the Federal tax. ‘“When- 
ever a State engages in a business of a private nature it 
exercises nongovernmental functions, and the business, 
though conducted by the State, is not immune from the 
exercise of the power of taxation which the Constitution 
vests in Congress.” 

It is further held that a State is a “person” within the 
meaning of Secs. 3244 and 3140 of the Revised Statutes.— 
U. S. Supreme Court in The State of Ohio v. Guy T. Helver- 
ing, as an Individual and as Commissioner of Internal 
Revenue, and Thomas J. Connor, Carl E. Moore, Harry F. 
Busey, and Charles H. Graves, as Individuals and as United 
States Collectors of Internal Revenue in the State of Ohio. 


Appellate and Lower Courts 


An Account Stated—Definition.—No account stated ex- 
isted as a basis for recovery of that part of an overassess- 
ment in favor of the plaintiff, credited against an additional 
tax due from a subsidiary. The certificate of overassess- 
ment, not offered in evidence, may not be regarded as an 
account stated in such a case. “To constitute an account 
stated the account must be rendered by one party to an- 
other and show a balance struck and the amount due, if 
any.” Furthermore, the evidence as a whole shows that the 
Government in effect complied with instructions of the sub- 
sidiary as it had a right to understand them in so crediting 
the By of the overassessment instead of refunding it.— 
U. Court of Claims in American Food Products Company 
+ hte Morris & Company), a Corporation, v. The United 
States. No. L-126. 


Affiliated Corporations—Returns.—Where one member 
of an affiliated group of corporations filed a separate return 
in 1926, the remaining corporations might not file a consoli- 


# See footnote 12. 

* An assignment of future income, otherwise valid, may be made for 
the sole purpose of oe | the assignor’s tax liability. Bing v. Bowers 
(1927, Dist. Ct. So. Dist. Y.), 22 Fed. (2nd) 450, 452; Bingham v. 
White (1929, Dist. Ct. Mase)? 31 Fed. (2nd) 574, 577; Wehe v. 
McLaughlin, footnote 43. 
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dated return, but were required also to file separate returns, 
all corporations in the group being bound by the action of 
the one that filed the separate return.—U. S. Circuit Court 
of Appeals, Ninth Circuit, in Safety Electric Products Com- 
pany, Inc., a Corporation, v. Guy T. Helvering. No. 7240. 
Unreported memorandum "idiom of Board of Tax Ap- 
peals affirmed. 


Business Expense.—Fees paid by the beneficiary of a 
trust to obtain a refund of Federal taxes to the estate are 
not deductible as expenses incurred in a business. The 
fact that the fees paid the attorney included, by agreement, 
one-half the interest on the refunds obtained for the estate 
by him is immaterial, the interest being used merely as a 
part of the measure of the amount due him for his services. 
“He had no interest in the refunds themselves”.—U. S. Cir- 
cuit Court of Appeals in Maude M. Monell v. Guy T. Helver- 
ing, Commissioner of Internal Revenue. Unreported memo- 
randum decision of the Board of Tax Appeals affirmed. 


Community Income (California).—Where an agreement 
was entered into in 1907 between a California husband and 
wife that the compensation received by her for personal 
services should be her separate income and separate prop- 
erty, and was strictly observed, the wife’s compensation 
for 1923 was not to be treated as community income and 
taxed to the husband. “By the law of California, as con- 
strued by her courts, the earnings of the wife never became 
community property if the husband and wife have agreed 
that they shall be and remain her separate property, hence, 
under the decision in Poe v. Seaborn [282 U. S. 101], such 
earnings should not be taxed as income to the husband.”— 
U. S. Circuit Court of Appeals, Ninth Circuit, in Guy T 
Helvering, Commissioner of Internal Revenue v. Howard C. 
Hickman. No. 7333. Decision of Board of Tax Appeals, 
27 BTA 807, affirmed. 


Corporation Distributions—Redemption and cancella- 
tion by a corporation of 9714 per cent of its outstanding 
shares, all of which were owned by petitioner, are held 
to be essentially the equivalent of a taxable dividend to 
the extent of the corporation’s surplus, and by section 115 (g), 
Revenue Act of 1928, such amount is held taxable to peti- 
tioner as an ordinary dividend. ‘In this case the record 
shows that petitioner offered to sell to his wholly owned 
corporation 1,950 shares of stock at par. The corporation 
accepted the offer, and subsequently by amendment reduced 
its authorized capital stock from $200,000 to $5,000. When 
the transaction occurred it had on hand in excess of $100,000 
of earnings which it had converted into one or another 
class of property not needed in its business. Its primary 
purpose was the sale of this property. Nothing that ap- 
pears indicates that it was intending either to wind up or 
curtail its regular corporate activities. It is fair under the 
circumstances to assume that the cancellation of its stock 
was to the extent of the surplus earnings accomplished 
out of that fund, and viewed in that aspect it was clearly 
a dividend within the meaning of paragraph (g).” [Sec. 115, 
Revenue Act of 1928.]|—Court of Appeals of the District 
of Columbia in George Hyman v. Guy T. Helvering, Commis- 
sioner of Internal Revenue. No. 6134. Decision of Board 
of Tax Appeals, 28 BTA 1230, affirmed. 


Federal Estate Tax.—Personal property of a nonresident 
decedent, domiciled and residing in Cuba, consisting of 
bank deposits and securities situated in the United States 
were part of his gross estate under the Revenue Act of 
1918. The court overrules the contention that no estate 
tax could be levied because decedent property was a claim 
against the “sociedad” or community which was domiciled 
in Cuba.—U. S. Circuit Court of Appeals, Second Circuit, 
in Elvira Cil Vda de Sanchez, as Executrix, etc., et al. v. Frank 
Collis Bowers, Collector. District Court decision, 57 Fed. 
(2d) 324, reversed and remanded. 


A trustee is not an “adverse interest.” Therefore, where 
the grantor reserves the right “to alter, amend or extend 
all or any of the terms and conditions” of the instrument, 
as well as to “cancel, annul and revoke the same,” with 
the approval of any two of the trustees, the corpus should 
be included as part of the gross estate.—U. S. Circuit Court 
of Appeals, Second Circuit, in Marv S. Witherbee and Spots- 
wood D. Bowers, as Sole Surviving Executors and as Trustees 
under the Will of Lispenard Stewart, Deceased, and William 
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R. Stewart, Jr., as Trustee under the Will of Lispenard Stew- 
art, Deceased, v. Commissioner of Internal Revenue. Decision 
of Board of Tax Appeals, 28 BTA 256, affirmed. 

Motion for new trial is overruled, and jury verdict for 
the taxpayer is upheld. No estate tax was due, in the case 
of a decedent who died June 11, 1926, on property trans- 
ferred during his lifetime by him to a trust, the decedent 
having reserved to himself income from the property dur- 
ing his life. May v. Heiner, 281 U.S. 238, and Klein v. U. S., 
283 U. S. 231, distinguished. “In May v. Heiner the grantor 
reserved a possible life estate in the property, but no inter- 
est in the corpus. In the Klein case the grantor reserved a 
possible or contingent interest in the fee.’—U. S. District 
Court, Dist. of Md., in Safe Deposit and Trust Company of 
Baltimore, Executor, of Horace Abbott Cate, v. Galen L. Tate, 
Collector of Internal Revenue. No. 5060. 


Gift of Stock—Basis.—A gift of stock was completed 
before December 31, 1920, and the basis to the donee on 
its sale was the value at the date of gift and not the basis 
to the donor. The wife was told by her husband in Decem- 
ber, 1920, that he then gave her the stock (which he had 
acquired in 1908), and afterwards, in the same month, he 
handed the certificate, unendorsed, to the office manager 
who attended to the details in such matters, with instruc- 
tions to make proper transfer entries on the corporation’s 
records. Nothing further was done in the matter until 
January 4, 1921, when the husband endorsed the certificate 
and the office manager made proper entries on the corpora- 
tion’s records and issued and delivered to the husband for 
his wife a new certificate as directed in December. The 
court holds that the delivery of stock certificates with the 
intention of conveying title thereto is effective as a con- 
veyance without endorsement; that the delivery was one 
to the corporation as trustee for the donee; and that the 
vift was effectuated before December 31, 1920. 


Where petitioners (who kept no books) filed their returns 
for 1924-1926 on calendar-year form, including therein as 
income for a given year dividends received from March 15 
of one year to March 15 of the following year, and where 
the Commissioner determined petitioners’ net income on 
a calendar-year basis and included the dividends as income 
for the respective years during which they were received, it 
is held that his action was correct even though it resulted 
in payment of tax twice on part of the income due to the 
adjustments, and even though the statute barred the recov- 
ery of the overpaid tax.—U. S. Circuit Court of Appeals, 
Sixth Circuit, in Mary Catherine Dulin v. Commissioner of 
Internal Revenue. H. L. Dulin v. Commissioner of Internal 
Revenue. Mrs. Eugenia Bell Dulin v. Commissioner of In- 
ternal Revenue. Nos. 6407-6408-6409. Board of Tax Appeals 
decision, 25 BTA 1259, reversed and remanded on the first 
issue and sustained on the second issue. ; 


Gratuity to Corporation Official and Principal Stock- 
holder Taxable as Dividend.—Where a corporation can- 
celed certain indebtedness of its president and principal 
stockholder in 1925, at a time when it had a substantial 
surplus and when the debtor was solvent, the amount of 
such canceled indebtedness is taxable to the debtor as a 
dividend. “The directors were without authority to give 
away the Company’s assets, and the assumption would be 
that they had no intention of violating their trust.” The 
petitioner did not overcome the presumptive correctness 
of the Commissioner’s determination that a taxable “divi- 
dend was involved.—U. S. Circuit Court of Appeals, Eighth 
Circuit, in Fred W. Fitch v. Guy T. Helvering, Commissioner 
of Internal Revenue. No. 9822. March term, 1934. Board 
of Tax Appeals decision, 27 BTA 615. 


Income from Trusts.—Payments of income from a trust 
created before March 1, 1913, were income in their entirety 
to the taxpayer in 1927, 1928, and 1929 and not a return 
of capital based on the March 1, 1913, value of his right 
to receive the income from the trust.—U. S. Court of Claims 
in Reginald Brooks v. The United States. No. 42594. 


Losses—Consolidated Returns.—Where a parent corpo- 
ration and two affiliated corporations filed a consolidated 
return for 1918 in which an operating loss of an affiliate 
was deducted from gross income of the group and where 
on December 28, 1918, the parent sold at a loss all the stock 
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of the wholly owned affiliate which sustained the operating 
loss, the loss deductible by the parent should be reduced by 
the amount of the operating loss of the affiliate. Charles 
Ilfeld Co. v. Hernandez, decided by the Supreme Court on 
April 2, 1934, is cited as authority —U. S. Circuit Court of 
Appeals, Sixth Circuit, in United States of America v. The 
Lakewood Engineering Company. No. 6442. Decision of the 
District Court reversed and remanded. 


Net Loss Carryover by a Corporation Which Became 
Affiliated with Another Corporation—Where petitioner 
sustained a net loss in 1925, and on May 5, 1926, it became 
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affiliated with another corporation, and thereafter filed a 
consolidated return for the year 1926, pursuant to sec- 
tions 200 (a) and 206 (b) of the 1926 Act it was permitted 
to carry the net loss forward two full years from the 
expiration of the taxable year in which the loss was sus- 
tained.—U. S. Circuit Court of Appeals, Sixth Circuit in 
The Joseph and Feiss Company v. Commissioner of Internal 
Revenue. No. 6386. Board of Tax Appeals decision, 26 
BTA 1424, reversed. 


Net Loss—Consolidated Returns.—A net loss of a con- 
solidated group may not be applied against the consoli- 
dated income of the group for a subsequent year. 


The court holds that petitioner and its affiliate were sep- 
arate corporations in 1924 and the income of the affiliate 
may not be treated as income of the petitioner against 
which to apply petitioner’s prior year net losses. 

The Board did not err in refusing to grant a motion for 
a rehearing, the purpose being to adjust income between 
subsidiaries in order to gain advantages for purposes of 
taxation. Taylor, J. dissents with brief dissenting opinion. 
—U. S. Circuit Court of Appeals, Sixth Circuit, in Seiber- 
ling Rubber Company v. Commissioner of Internal Revenue. 
No. 6410. Unreported memorandum decision of the Board 
of Tax Appeals affirmed. 


Oil Wells—Depletion and Depreciation—The 27% per 
cent of gross income allowed as a deduction for depletion 
under Section 204 (c) (2) of the 1926 Act should be based 
upon gross income unreduced by payments of rentals and 
royalties. This percentage-of-gross income deduction may 
not be apportioned equitably between lessor and lessee 
pursuant to Section 214 (a) (9) and Section 234 (a) (8) of 
the 1926 Act because those sections each refer to the ordi- 
nary depletion deduction “allowed by this paragraph” and 
not to the “arbitrary” deduction allowed by Section 204 
(c) (2). 

Deduction for depreciation of cil wells drilled for the 
taxpayer under “turnkey” contracts does not include in 
basic cost expenditures for drilling costs, such as wages, 
fuel, repairs, and hauling, upon authority of U. S. v. Dakota- 
Montana Oil Co., 288 U. S. 459.—U. S. Circuit Court of 
Appeals, Ninth Circuit, in Twin Bell Oil Syndicate v. Guy 
T. Helvering, as Commissioner of Internal Revenue. No. 7190. 


3oard of Tax Appeals decision, 26 BTA 172, reversed on 
these issues. 


No deduction for depletion was allowable in the 1926 
return of the owner of land which he had leased for oil 
and gas development, where no wells were sunk on the 
land until 1930. There was no statutory provision for 
deducting 271%4 per cent of cash bonuses received in 1926 
for the leases. “Instead of the applicable statute speci- 
fically allowing, ‘in the case of oil and gas wells,’ a deple- 
tion deduction from gross income in a taxable year in 
which no depletion of oil and gas is shown to have occurred, 
the language of that statute indicates the absence of any 
intention of the lawmakers to depart from the established 
rule that a depletion deduction from gross income for a 
taxable year is allowable only when depletion occurred in 
that year.” Dissenting opinion filed. U. S. Circuit Court 
of Appeals, Fifth Circuit, in William E. Herring v. Com- 
missioner of Internal Revenue, No. 7214. Unreported mem- 
orandum decision of Board of Tax Appeals affirmed. 


No percentage-of-gross income depletion as to advance 
bonuses received~in 1926 by the owner of land for the 
leasing thereof for oil development was deductible in that 
year, where no wells were drilled until 1930. U. S. Cir- 
cuit Court of Appeals, Fifth Circuit, in Eula Day Herring 
v. Commissioner of Internal Revenue, No. 7215. Unreported 
memorandum decision of the Board of Tax Appeals. 


Partnership Transactions—Basis for Depletion of Timber 
—Capital Gain. New basis for the allowance for depletion 
of timber arises as to new members of a partnership after 
a reorganization by taking in new members, one member 
of the old partnership, in 1919, having made a gift of part 
of his interest in the partnership to his children. No new 
basis arises as to the members of the old partnership. 
One judge dissents. 
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Capital gain provisions are applicable, under the 1921, 
1924, and 1926 Acts, to profit from the sale of stand- 
ing timber to a purchaser who cut the timber and paid for 
it as cut, the seller being a partnership engaged in the 
manufacture and sale of lumber at wholesale. “The timber 
was part of the partnership’s capital assets, as much so 
as one of its saw mills * * *” U.S. Circuit Court of 
Appeals, Fifth Circuit, in J. J. Carroll v. Commissioner of 
Internal Revenue, No. 7228. Reversing as to the first, and 
affirming as to the second issue, Board of Tax Appeals 
decision, 27 BTA 65. 


Reorganization. Sales on July 27, 1922, by two com- 
panies of their assets to a newly organized corporation 
for all of its stock constituted a reorganization, so that, 
pursuant to Section 204 (a) (8) of the 1924 Act, the basis 
for depreciation of the assets was the same as previously 
allowed to the old companies. It is immaterial whether 
the property transferred to the acquiring corporation was 
owned jointly or in common by the transferors or consisted 
of separate parcels or groups of properties separately and 
solely owned by the several transferors, respectively. 
Moreover, “The language of the statute [Sec. 204 (a) (8)] 
makes it abundantly plain that it was intended to cover 
acquisitions of property which occurred prior to the en- 
actment of the provision, as any transfer made ‘after 
December 31, 1920,’ comes within the express language 
used.” U. S. Circuit Court of Appeals, Fifth Circuit, in 
American Compress & Warehouse Company, v. Agnes B. 
McGrawl Bender, individually, and as Surviving Widow 
in Community, Substituted as Party Defendant for J. O. 
Bender, Collector of Internal Revenue, etc., No. 7138. 
District Court decision, 4 Fed. Supp. 565, affirmed. 


Recovery of Taxes.—Suit for alleged overpayments of 
a corporation’s income and profits taxes for the years 
1918 to 1921 was properly brought by the corporation, 
where, while. the corporation was being liquidated, the 
taxes were paid by trustees of former stockholders from 
funds in the hands of the trustees pursuant to the sale of 
the stock of such former stockholders, the tax payment 
being made pursuant to the provisions of the contract 
for the sale of the stock, wherein the trustees agreed with 
the purchasers that the trustees would pay any past taxes 
which might be assessed against the plaintiff company, 
upon condition that they should have returned to them 
by plaintiff any moneys so paid which plaintiff might 
recover as illegally paid. “The Government did not know 
the trustees in the matter, and under such circumstances 
the suit would have had to be brought in the name of 
the plaintiff.” 

Collector was not estopped from the collection of in- 
come and excess profits taxes, then legally due but not 
yet assessed, by a compromise agreement, which both 
parties intended to relate only to the Government’s claim 
for tax upon liquors alleged to have been diverted to 
beverage use. 

The taxpayer ‘has, by a fair preponderance of the evi- 
dence, established the actual cash value of distillery plants 
acquired from a partnership on April 1, 1912, and their 
fair market value on March 1, 1913, in an amount greater 
than in the Commissioner’s determination which had noth- 
ing to sustain it but the presumption of correctness of 
the Commissioner’s finding. 

Deduction for obsolescence of good will, trade marks, 
and trade names, due to Prohibition, is denied. The Com- 
missioner is not permitted to allow any such deduction. 
Renziehausen v. Com., 280 U. S. 387, followed. 

The taxpayer has failed to overcome the prima facie 
presumption of correctness of the Commissioner’s valua- 
tion of inventory whiskey on April 1, 1912 when it was 
acquired by the taxpayer corporation from a partnership. 
—U. S. District Court, West. Dist. of Penn., in A. Gucken- 
heimer & Brothers. Company, a corporation, v. D. B. Heiner, 
Collector of Internal Revenue of the United States for the 


Twenty-third District in the Commonwealth of Pennsylvania. 
—-No. 5486 Law. 
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Refund of Tax Over-Payments.—1917 taxes alleged to 
have been collected by credit at a time when collection 
was barred by the statute of limitations may not be re- 
covered. An overpayment for 1918 credited against the 
1917 tax was void under Section 609 of the 1928 Act (ap- 
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plied retroactively) because such section provides that a , 


credit against a barred deficiency is void. Therefore, the 
collection by credit is a nullity, as if it had never been 
attempted.—U. S. District Court, So. Dist. of Ohio, West. 
Div., in Lowe Brothers Company v. The United States of 
America. No. 4290. 


Stamp Tax on Stock Transfers.—Stamp tax liability on 
the transfer of stock was incurred by plaintiff on account 
of the sale and transfer of 10,000 shares of plaintiff’s stock 
by its stockholders to a new corporation organized to 
take over such shares in connection with a proposed mer- 
ger even though the contemplated merger failed and the 
stock was returned to plaintiff’s shareholders. Petitioner 
was also liable to the tax on account of an option of 
bankers to purchase one-third of the shares in the new 
corporation to be received by plaintiff or its stockholders 
as part consideration for transfer of their stock. There 
is nothing in the law, however, authorizing the levying or 
collecting of a tax on the return of the stock when the 
contemplated merger failed——U. S. District Court, West. 
Dist. of Wash., South. Div., in Carman Manufacturing Com- 
pany, a Corporation, v. Burns Poe, as Collector of Internal 
Revenue. No. 8326. 


Statute of Limitations—The United States is not barred 
from recovery on a bond for the payment of income taxes, 
even though the bond was given after collection of the 
1918 tax was barred. 

On the facts the bond was not executed under duress. 


Sec. 1106 (a) of the 1926 Act had no effect upon lia- 
bility on the bond, which was given on March 27, 1925. 
That section was repealed as of the date of its enactment 
by Sec. 612 of the 1928 Act. 
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A decision of the Board of Tax Appeals holding only 
that the tax was barred by the statute of limitations and 
not deciding the appeal on the merits, is not a bar to the 
suit on the bond.—U. S. Circuit Court of Appeals, Third 
Circuit, in United States of America v. Wyoming Central 
Association, a Corporation, and National Surety Company, a 
Corporation. No. 900, April term, 1934, District Court de- 
cision, 2 Fed. Supp. 86, reversed and remanded. 


Tax Avoidance Transactions between Corporation and 
Stockholders Owning All the Shares.—Sale on December 
15, 1921, of bonds to a corporation of which the vendors 
were the only stockholders was effective to establish de- 
ductible losses as to the four vendors. It is held that the 
evidence shows that the bonds (more than $3,000,000 
worth) were originally purchased for the taxpayers by 
the corporation out of credit balances in their favor, and 
that a series of book entries thereafter showing transfers 
of the bonds back to the corporation and retransfers to 
the taxpayers (for the purposes of avoiding Oklahoma ad 
valorem taxes) was immaterial inasmuch as the transfer 
on December 15, 1921, was for the purpose of obtaining 
money for individual purposes and the sale was an out- 
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right sale at the prevailing market prices, the corporation 
thereafter keeping the bonds. “If this is true, and the 
evidence clearly establishes that it is, it follows, if we 
are to give effect to the decisions of the Supreme Court 
holding under like conditiéns the legal entity of the cor- 
poration may not be disregarded, that the conclusion of 
the Board, based on the fact that, because the transac- 
tion was between the corporation and its controlling stock- 
holders, it was not an arm’s length transaction, is without 
force; and since, as we think, the other conclusion of the 
Board, viz., that the original purchaser was not sufficiently 
identified, is clearly in the face of the uncontradicted evi- 
dence, it is our duty to reverse * * *,’—U. S. Court 
of Appeals of the District of Columbia in B. B. Jones v. 
Guy T. Helvering, Commissioner of Internal Revenue. Elhkott 
L. Jones v. Guy T. Helvering, Commissioner of Internal 
Revenue. Robert L. Jones v. Guy T. Helvering, Commis- 
sioner of Internal Revenue. Bernard B. Jones, Elliott L. 
Jones, Robert L. Jones, Executors of the Estate of Montfort 
Jones, Deceased, v. Guy T. Helvering, Commissioner of In- 
ternal Revenue. Nos. 6046, 6047, 6048, 6049. Unreported 
memorandum decision of Board of Tax Appeals reversed. 


Trust Estates—Tax Status of Amounts Withheld from 
Beneficiaries as a Reserve for Depreciation of Trust As- 
sets—Where an order of the court having probate juris- 
diction of an estate holds that the trustees are obliged 
to set aside part of the income of a trust for depreciation, such 
order determines the rights of the beneficiaries as to dis- 
tribution and the Commissioner was in error in holding 
that amounts so set aside were distributable income, tax- 
able to the beneficiaries. Freuler, Admr. v. Helvering, 54 
S. Ct. 308, followed.—U. S. Circuit Court of Appeals, Eighth 
Circuit, in Grover C. Hubbell v. Guy T. Helvering, Commis- 
sioner of Internal Revenue. No. 9790. March term. Deci- 
sion of Board of Tax Appeals, 27 BTA 814, reversed. 


Waivers.— Waiver executed in the name of the taxpayer, 
during his absence abroad, by his attorney in fact, acting 
under a power of attorney conferring broad powers “to 
settle, compound, compromise, and adjust by payment or 
otherwise any claims,” etc., is held to have been valid 
to extend the time for collection of the tax. Collection 
having been timely, recovery is denied. Concurring opin- 
ion filed—U. S. Court of Claims in Frank A. Vanderlip 
v. The United States. No. 41993. 


Business License Taxes in Florida 
(Continued from page 308) 


the graduated rates are computed are not only ex- 
tremely unscientific, but inequitable, as well. 


Table IX 
LICENSE TAXES ON MANUFACTURERS 


Boat Builders: Over 25 tons, $25; 10-25 tons, $10. 

Boiler, Machine Shops or Foundries: More than $1,000 invested, $15. 

Bottling Plants: $10 each machine with one filling head; Graduated 
upward, to $20. 

Brick Yards or Factories: $10. 

Broom and Brush Manufacturers: $10. 

Canning Factories: $2.50. (Not applicable to growers canning own 
products.) 

Carriage or Wagon Factories: $5. 

Cement, Concrete or Artificial Stone—Manufacturers or Dealers: $10. 

Cigar Factories: Over 100 workers, $50; Less than 25 workers, $5. 

Coffin Manufacturers : $50. 

Cotton Ginnery: $5. 

Cotton Seed Oil Mills: $25. 

Distillers of Turpentine and Rosin: Over 25 barrels, $65; Less than 17 
barrels, $20. 

Foundries: $25. 

Ice Cream Manufacturers—Wholesale: 
than 10,000, $10. 

Ice Factories, Including Cold Storage: Capacity over 150 tons per day, 
$200; Less than 10 tons, $10. 

Industrial Systems, Irrigation Systems: $25. 

Knitting Mills—Power: $20. 

Lime Kilns: 1c per ton. 

Macaroni Factories: $10. 

Manufacturers—Barrels, Tubs and Buckets, by Machinery: $25. 

Manufacturers—Candy and Confectionery: $10. 

Manufacturers—Coal Tar: $10 each county. 

Manufacturers—-Fertilizers: $25 each plant. 

Manufacturers—Fibre: $10. 

Manufacturers—Furniture: $10. 

Manufacturers—Moss and Moss Packers, Inside Towns: $10. 

Manufacturers—Pencils or Cedar Slats: Over 25 workers, $25; Less 
than 25 workers, $10. 


Cities over 10,000, $15; Less 
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Manufacturers—Roofing: $10. 

Manufacturers—Sash, Doors and Blinds: $10. 

Manufacturers—Terra Cotta, Earthenware, or Clay Products: $10. 

Manufacturers—Tile: $10. 

Manufacturers—Turpentine Barrels: $25 each factory. 

Manufacturers—Vegetable or Fruit Crates: $15. 

Marble Yards: $10. 

Packing Houses, Meats, 
Mutual: $10. 

Paint Manufacturers: $25. 

Phosphate, Kaolin, and Fuller’s Earth Plants: Capacity over 65 tons 
per day, $75; Less than 20 tons, $15. 

Planing Mills—Not Connected with Sawmills: $10. 

Prepared Palm Manufacturers: $10. 

Retort Plants: Capacity over 25 barrels, $25; Between 15 and 10 
barrels, $10. 

Rock Crushing Plants: $15 each machine. 

Saw Mills, Dry Kilns: Capacity over 50,000 feet daily, $100; Less than 
10,000 feet, $10. 

Shingle Mills—Whether Connected with Sawmill or Not: Capacity over 
25,000 feet daily, $25; Less than 25,000, $10. 

Tanneries: $10 each. 

‘Tent and Awning Manufacturers: $10. 

Tractor Factories: $25. 

Wagon Factories: $10. 


Vegetables, Fruits, Tobacco—Other than 


The first part of Table X shows retail dealers who 
are charged separate and varying license tax rates, 
although the state has a general license tax scale 
applicable to merchants. Why should the retail 
dealers listed in this table pay individual rates, and 
the remainder of the merchants pay a regular mer- 
chant’s tax? At least there should be some uni- 
formity of treatment for the same class of occupa- 
tion, such as retail dealers. Some of these dealers 
pay a flat rate, which is $5 for meat dealers and wood 
yards, $10 for curio dealers and radio dealers, $15 
for lumber dealers, $25 for oriental goods dealers, 
$50 for arms dealers and junk dealers, and $1,000 for 
temporary auction shops. The rate for furniture 
dealers is based on capitalization, while that of auto- 
mobile tire and tube dealers is based on the popu- 
lation of the city where located. There appears to 
be no justification whatever for this difference in 
rates or the arbitrary methods -of determining them. 


Table X 


SPECIAL LICENSE TAXES ON MERCHANTS 
Retail 

Alligator Dealers: $10 each place of business. 

Arms Dealers: $50. 

Auction Shops—Temporary (During Tourist Season): $1,000 

ae ae Tire and Tube Dealers: Cities over 75,000, Bo. Less than 
1 

Boots and Shoes—Second-Hand: $10 each place of business. 

Clothing—Second-Hand Dealers: $25 each place of business. 

Coal Yards and Dealers: Cities over 2,000, $15. 

Curio Dealers: $10. 

Dynamite Dealers: $10. 

Electrical Machinery or Supplies—Dealers: Cities over 10,000, $15; 
Less than 5,000, $5. 

Furniture Dealers : Capital over $75,000, $50; Less than $25,000, $10. 
(Included in merchant’s tax.) 

Hay, Grain and Feed—Retail Dealers: Cities over 50,000, $15; Less 
than 25,000, $5. 

Junk Dealers: Local, $50; Migratory, $10 each county 

Lumber Dealers: Retail, Stocks on Hand, $15; Buying or Selling on 
Commission, $25. - 

Meat Dealers—Retail: $5. 
merchants.) 

News Stands: License Tax of merchants. 

Oriental Goods—Dealers: $25. 

Radio Dealers: $10. 

Wood Yards: $5. 


(Not applicable to sellers of own meats or 


Wholesale 
Butterine Dealers—Wholesale: $20. 
Carbonated Beverages—Wholesale Dealers: $25. 
Gasoline Dealers—Wholesale: $10 each county. 
Hay, Grain and Feed—Wholesale Dealers: $25. 
wholesale grocers.) 
— Dealers—Wholesale: Counties over 10,000, $20; Less than 10,000, 


(Not applicable to 


10. 
Oil Dealers—Illuminating or Lubricating—Wholesale: $25 each place 
of business. 


Oleomargarine Dealers—Wholesale: $20. 

The lower half of Table X shows certain wholesale 
dealers who are now paying individual license tax 
rates. Butterine and oleomargarine dealers pay a 


rate of $20; carbonated beverage dealers, hay, grain 
and feed dealers, and oil dealers pay a rate of $25; 
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gasoline dealers pay $10 for each county; while meat 
dealers pay according to the population of counties. 
What reason is there for these differences? Why are 
not all wholesale dealers taxed by the same gradu- 
ated scale that is based on ability to pay? 


Table XI shows the agents listed in the license tax 
law, the rates for which vary widely. Most of these 
agents pay a flat rate of $10; local agents for monu- 
ments and tombstones pay $5; agents for safes pay 
$25; agents for sewing machines pay $10 in each 
county ; itinerant agents pay $50 in each county ; and 
foreign agents for building and loan associations pay 
$200 in each county. There is no logical or equitable 
basis for these differences in the license rates charged 
agents. 


Table XI 


LICENSE TAXES ON AGENTS 


Agents—Adding Machine: $10. 

Agents—Bicycles: $10. , 

Agents—Building and Loan Associations: Local, $10; Foreign, $200. 

Agents—Claim and Collection Agencies: $20. (Bankers and lawyers 
excepted.) 

Agents—Clothiers—Not Taxed as Merchants: $10. 

Agents—Fertilizers—Foreign: $15 each county. 

Agents—Itinerant—Selling Directly to Consumer: $50 each county. 

Agents—Lending on Real Estate: $10. (Bankers and lawyers excepted.) 

Agents—Monuments and Tombstones: Local, $5; Foreign or Traveling, 
$15 each county. 

Agents—Real Estate: $10. 

Agents—Safes—For Sale or Exchange: $25. 

Agents—Sailing Vessels: $10. 

Agents—Sewing Machines—Not Taxed as Merchants: $10 each county. 

Agents—Steamships or Steamboats: $25; Coastwise Steamboats, $10. 

Agents—Tailors—Foreign—Not Taxed as Merchants: $10. 

Agents—Typewriters: $10. 

Automobile Agents—Non-Resident: $50 each county. 

Patent Rights—Persons Selling: $50 each county. 

Real Estate Salesmen: $5. 

Stock or Security Salesmen: $10 each county. 


Other classes of occupations could be mentioned 
in which there are wide variations in rates and meth- 
ods of computation. In the contractors’ group, the 
roofers, tinsmiths, pile drivers, boiler inspectors, 
and general contractors pay a flat rate; the automo- 
bile body builders and repairers, the paper hangers, 
and the plumbers pay a rate based on the population 
of the city where they are located; machine shops 
pay according to the number of workers; while vul- 
canizing shops are taxed on each machine. In the 
brokers’ group, merchandise brokers, commission 
merchants, cotton buyers, and cross tie brokers pay 
a flat rate of $10; hides and fur dealers and motor- 
cycle dealers pay according to the population of the 
city where they are located; non-resident nursery- 
men pay $25 in each county; lightning rod dealers 
pay $50 in each county; and piano and organ dealers 
pay $100 in each county. Many other examples 
could be given of the grossest inequalities and in- 


consistencies in the computation of the present 
license tax rates. 


To cite other cases, the license tax for theaters is 
based on the population of the city where it is 
located, in addition to the admission charged. Noth- 
ing is said in the law concerning the seating capacity 
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of the theater. It does not seem to occur to our 
lawmakers that a theater having 3,000 seats might 
make a much larger profit than a theater having 
only 500 seats, although both are in the same city 
and charge the same admission prices. A theater 
charging a high admission price might actually be 
making a smaller rate of profit than one charging a 
low price. The population of the city where the 
occupation is carried on is perhaps used more fre- 
quently than any other basis for computing license 
taxes, and yet even a cursory analysis will show that 
such a basis is extremely unscientific and inequitable. 
The same sized city or town might contain a number 
of similar businesses, or persons following the same 
occupation, all of which or whom might have widely 
varying incomes. One doctor might make $2,500 a 
year and another $25,000 a year, but their license tax 
would be the same; one automobile agency might 
make $1,500 a year, and another $50,000, but both 
would pay the same license; and:one small candy 
factory might make $3,000 a year and a large one 
$100,000 a year, but because they are located in the 
same city, the license tax would be the same. 


Another inconsistency is in the state and county 
repair shop license law, which might be said to con- 
tain three separate rates. Then, there are rates on 
certain exhibitions or other activities, in which no 
time limit is specified. Thus, the rate on merry- 
go-rounds is $25 in each county, regardless of 
whether they remain in the county one day or one 
year. The tax on a roof garden or place where 
refreshments are served by female waitresses is fixed 
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at $100 per year. It is presumed that if the refresh- 
ments are served by male waiters, an ordinary res- 
taurant license would suffice, at a cost of $5 or $10. 

Some illustrations of how these rates work out in 
practice may be of interest. According to the pres- 
ent law, a man operating a small filling station might 
also carry some groceries, a few tires and tubes, and 
sell some sandwiches, with total business from all 
sources very small. Under the law, he would be 
required to obtain a license to sell gasoline, which 
costs $5; a store license, at a minimum rate of $10.50; 
a tire and tube license, $4.75; and a lunch counter 
license, $9.75, a total of $30. If located in a city, 
there would be city taxes in addition to these. Com- 
pare this tax with the $15 a year paid to the state 
and county by a successful lawyer, who might be 
making $10,000 a year. There are also examples of 
what are equivalent to legal evasions of the law. In 
a city over 10,000 population, a person performing 
the combined work of an undertaker and an embalm- 
er is charged a state license tax of $100. However, 
this same individual might take out an undertaker’s 
license for $50, and a separate professional license 
for $10, which would enable him to practice em- 
balming in addition to undertaking. By this pro- 
cedure, he would be paying only 60 per cent of the 
prescribed tax. 


A further criticism of the present license tax law 
would be that exemptions are allowed for occupa- 
tions in cities under certain populations in a great 
many instances. These cities might contain busi- 
nesses that were very prosperous and could well 
afford to pay a fairly large tax, but because of their 
location in a small city, no tax is placed on them. 
Conversely, the present taxes that are based on city 
or county population frequently penalize the small 
business or occupation in such city or county. It is 
thought that the minimum rate for the store tax, 
$10.50, is at present too high, and should be reduced 
to one-half its present rate. Very small rural store- 
keepers, handling only a few groceries, do not make 
much more than the amount of this tax in a week, 
or longer. Then, if the tax is not paid in thirty days, 
a penalty of 25 per cent is added, making the license 
$13.13. This minimum merchant’s rate is the same 
for a merchant with $1,000 stock as for one with less 
than $100. The tax is also regressive in its effects, 
as a flat rate of $3 per $1,000 stock falls more heavily 
upon small store owners than large ones. Almost all 
of the county tax collectors in the state say that the 
stocks of merchants are at present grossly under- 
stated by such merchants when applying for licenses. 
No check-up is attempted by the collectors, who sim- 
ply accept the figures reported by the merchant. As 
long as the license tax on merchants is based on the 
amount of stock, adequate appraisals of the stocks of 
merchants should be systematically made by expert 
appraisers secured for that purpose, the average in- 
ventory for the year being taken as the basis of tax- 
ation. Not until this is done, will the law be effective. 
Certain tax collectors have suggested that a better 
check-up be made on chain store licenses. They 
have no jurisdiction over these stores, which pay 
licenses directly to the Comptroller, and no authority 
to inquire as to whether their licenses are paid or not. 
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Then, there is the problem of occupations not be- 
ing included in the state and county license tax law. 
During the course of this study, the author thought 
of a number of occupations commonly engaged in 
which are not now listed in the state law, and for 
which no license tax rates are given. It seems that 


‘these should be included in the present law. Sug- 


gestions for additional occupations to be added to 
the state list are: artists-commercial, athletic con- 
tests for profit, automobile accessory shops, automo- 
bile filling stations, automobile U-Drive-It companies, 
blacksmith shops, bus terminals, butter and cheese 
dealers, cabinet makers, carnivals, circuses, cleaning 
houses, windows, etc., coffee dealers, cold drink 
stands, dairies, delicatessens, dog hospitals, dress- 
makers (if additional help is employed), drug stores, 
fish dealers, miniature golf courses, hawkers of noy- 
elties, kodak supply dealers, linen supply service, 
lunch stands, manufacturers-general, merchants- 
general, millinery shops, miscellaneous (base tax on 
income), music stores, newspaper publishers, nurs- 
eries, parades, pet shops, tailors, tourist camps, 
transfer companies, trucks for hire, and veterinary 
surgeons. 


When an occupation is not listed in the state and 
county license tax law, and no provision is made for 
such unlisted occupation, it puts the tax collector 
in a very awkward position. Legally, he has no 
right to levy a tax on the occupation, but as a matter 
of practice, he usually sets a rate at what he consid- 
ers a fair figure, as compared with similar occupa- 
tions, and collects this amount for the license issued. 
While engaged in this procedure, he has the guilty 
feeling of doing something not sanctioned by law, 
and hopes that the licensee does not know the real 
facts in the case. As a matter of fact, what he is 
doing is really illegal, and the taxpayer could not be 
required by law to pay such a license tax. However, 
if no tax were levied on these individuals engaged in 
unlisted occupations, there would be discrimination 
against the other license tax payers. The tax collec- 
tor, and we can hardly blame him, usually chooses 
the lesser of the two evils, and puts a fair rate on 
the occupation in question. This situation could be 
remedied in two ways. First, add to the state and 
county license tax list common occupations not now 
included, such as the suggested occupations just 
given. Next, provide for an unclassified or miscel- 
laneous heading, under which the tax collectors could 
fix a license tax rate on all unlisted occupations, com- 
puting such rate at a certain percentage of the in- 
come from the occupation. 


There are at least twenty-two different bases of 
measuring or determining state and county license 
taxes on occupations. First, there is a flat rate on 
an occupation or business; next, a flat rate on each 
place of business, or place the occupation is carried 
on; then, the rate based on city population; then, the 
one based on county population; then, the number 
of counties in which the occupation is carried on; 
likewise, the capitalization of a business; value of 
the merchandise stock of a store; graduated scale 
based on the output of a plant; per unit tax on the 
output of a plant; per unit tax on the number of 
machines used ; the number of workers in a business; 
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a flat rate plus an additional rate for extra workers; 
the size of the product, like boats; the number of 
units used, like boats in a boatyard; rooms in a hotel ; 
seats in a restaurant; chairs in a barber shop; tables 
in a pool room; horses in a livery stable; capacity of 
launches and motorboats; differences between local 
and foreign dealers and agents; and differences be- 


tween local and foreign merchandise or agricultural 
products. 


City License Taxes 


The conclusions concerning the state and county 
license tax rates also apply to those of the cities. 
The study included the rate ordinances of thirty-five 
Florida cities selected from among the forty-seven 
in the state having over 3,000 population in 1930.** It 
has been mentioned that most of the cities in Florida, 
by virtue of special charter provisions, have au- 
thority to impose licenses of any amounts they see 
fit, on whatever occupations they wish. There is, 
therefore, considerably less uniformity among the 
license tax systems of the cities than was found in 
the state and county rate schedule. Each city ordi- 
nance lists hundreds of occupations and businesses, 
with rates which vary considerably with each varia- 
tion of the occupation, and many cities list occupa- 
tions which do not appear in the ordinances of others. 

All of the city ordinances stipulate that it is un- 
lawful for persons to engage in the occupations for 
which licenses are required without securing such 
a license, and penalties are provided for failure to 
do so. The average level of the rates is usually high- 
er in the larger cities, and lower in the smaller cities 
and towns, as would be the normal expectation, since 
the businesses and occupations in the larger cities 
are likely to have more ability to pay, and also be- 
cause these cities usually perform more services. 
There are exceptions to this general rule, however. 
It is noted, for instance, that the rates in Jacksonville 
are somewhat lower than in most cities of its size, 
while Palatka, Panama City and others, appear to 
have higher rate schedules than most cities in their 
respective population groups, and higher than some 
cities that are much larger. Whether cities choose 
to have high or low rate schedules is not as signifi- 
cant as that the rates be equitable and fair among 
the various occupations in the city. 

The cities have not chosen the same occupations 
and activities upon which to impose licenses, although 
the classifications are in some cases broader than 
they appear, and probably there are not many activi- 
ties which are not intended to be covered by some 
designated rate specification. Varying criteria are 
used by the cities in attempting to set the license 
rates according to ability to pay, some of which are: 
size as measured by the amount of merchandise car- 
ried; size as measured by the capital stock of the 





*7 A composite table was compiled of the rates in each occupation 
carried on in twelve of the most representative of these cities, but 
because of its length, it could not be reproduced in this article. 
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business; capacity, as in the case of ice plants; the 
number of units operated, such as tables in a pool 
room, chairs in a barber shop, or rooms in a*hotel; 
the number of employees; whether or not machinery 
is used, etc. Sometimes the purpose of the business 
is the determining factor, dance halls usually being 
charged a higher rate than lecture halls. 


Somewhat the same sort of discrimination is seen 
as was pointed out in the analysis of the state and 
county rate schedule. It is quite usual for the cities 
to discriminate against non-residents and peddlers; 
against fortune tellers, mental healers, and the like; 
against gypsies, race tracks, emigrant agents, and 
other activities which are supposed to be nuisances, 
or in some way detrimental to the health, peace, or 
morals of the communities. Most of these intended 
prohibitions are made by very high license rates. 
St. Petersburg is one city which follows the com- 
mendable procedure of prohibiting outright certain 
undesirable activities, rather than imposing a high 
license. The high rate of the license for race tracks 
in that city, which has a minimum rate of $1,000, or 
$50 per day, is for the purpose of deriving revenue. 


Examples of the regulatory functions of licenses 
are seen in those which are issued with the proviso 
that the licensee must conform to certain rules in 
carrying on his business, subject to revocation of 
the license. Such regulations pertain to a large num- 
ber of activities, such as keeping peddlers out of the 
down-town fire limits, where they would constitute 
a dangerous nuisance in case of fire, or of guarding 
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against pressing clubs becoming loafing places, 
toward which there is a tendency. In some cities 
licenses are required, and used in a regulatory way 
providing that electric signs be put up so that they 
will not constitute a menace, though this might well 
be regulated, as it is in some cities, under the build- 
ing code, rather than the license laws. 


It is worthwhile to mention that the city of Day- 
tona Beach made a complete revision of its license 
system in November, 1932, at which time it was 
decided after some study that the license rates are 
too complex in most cities. The old schedule, which 
had provided for the licensing of three hundred twen- 
ty-two occupations, was so simplified that the result 
was quite gratifying. There were provided in the 
revised schedule only eleven broad classes of occu- 
pations: agents, amusements, contractors, factories, 
financial institutions, hotels and restaurants, mer- 
chants, peddlers, professional men, transportation 
companies, and a miscellaneous group. Under each 
of these there were just enough sub-classifications 
to make them sufficiently inclusive. Other cities 
might also standardize their occupations to advantage. 


It is also of interest to call attention to a utility 
tax, adopted by the City of Pensacola, in May, 1932. 
This provided for a 4 per cent tax on the sale of 
electricity, gas, water and telephone service, making 
the utility companies the collecting agencies there- 
for. This ordinance was adopted for the sole pur- 
pose of raising funds for retiring a specific debt of 
the city, with the provision that it was to become 
inoperative upon the payment of the debt. Some of 
the citizens of Pensacola protested the payment of 
this tax, taking the matter to the courts, but the 
validity of the tax was upheld by the courts. This 
case seems to furnish a precedent for the levying of 
a utility tax by any city in the state. 

Following are salient features of the rate sched- 
ules of six cities in Florida, which were selected as 
representative of a group of a certain size, as they 
vary from the largest in the state to a very small size. 

Jacksonville, which had a population of 129,549 
in 1930, is the largest city selected. Its rate schedule, 
not revised in any thoroughgoing way since 1924, 
shows the influence of a much earlier period, with 
its licenses on carriage factories and liquor cures. 
Its rates are for the most part low. One character- 
istic is the division of the merchants into separate 
classes, among which are sporting goods stores, 
hardware merchants, music stores, seed stores, trunk 
and valise dealers, and even wall paper dealers. This 
division of retail dealers is carried to an extreme in 
the issuance of licenses. It is understood that a revi- 
sion of the rate schedule of this city is imminent. 

The rates in St. Petersburg are high, at least high- 
er than in Jacksonville. But it is a city of 40,425 
population, and therefore larger than any other 
described except Jacksonville, where the rates are 
admittedly low. The rate schedule of St. Peters- 
burg is characterized by a comparatively large num- 
ber of unusual items. Among those activities which 
are not frequently included in city rate schedules 
are: archery for profit, bait dealers, lecturers on 
subjects other than religion, motordromes, and well 
drilling. St. Petersburg is an example of one of the 
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cities in the state which has attempted to enforce 
license rates discriminatory to out-of-town trades- 
men, but has had some of these rates declared uncon- 
stitutional by the courts. 


In Orlando, a city of 27,330 population, the rates 
appear to be reasonable. ~The regulatory function 
of licenses is emphasized here somewhat more than 
in most cities, over half of the rates in the 1932 
ordinance being concerned with regulations to be 
observed under the license and penalties for infrac- 
tions. Orlando provides more licenses for instruc- 
tors and schools of various sorts than any other city 
in our list. 


The license schedule of Lakeland, which has a 
population of 18,554, conforms very closely to that 
of other Florida cities. Its highest rates appear to 
be on carnivals, circuses, patent medicine advertis- 
ing, clairvoyants, and hypnotists. The rates are very 
similar to the average for cities of its size. 

The rates of St. Augustine, a city of 12,111, are 
fairly average. There are a few exceptions, where 
more than ordinary discrimination is evident, such 
as the firearms license, which requires a payment of 
$100 in addition to a merchant’s license. The local 
atmosphere of the city is reflected somewhat in its 
rate schedule, which makes provision for hacks, car- 
riages, and their drivers, and for museums and old 
houses where admission is charged. 


Palatka is an example of a city which has high 
rates for a population of 6,500. The occupations are 
minutely subdivided so as to refer specifically to 
many kinds of merchants and manufacturers. Sep- 
arate licenses are provided for such enterprises as 
manufacturing hats, glass, vinegar, etc., and a num- 
ber of industrial occupations not carried on at pres- 
ent in the city. The city council evidently hopes that 
some day Palatka will be a thriving industrial city, 
and have need for the license rates now provided. 

Conferences and correspondence with tax collec- 
tors in thirty-five Florida cities indicated that 80 per 
cent of the cities provide no penalty for late pay- 
ment of license taxes, other than a levy against the 
business, but that 20 per cent have a specific provi- 
sion for an increase in rates for delinquency. Key 
West, Arcadia, Quincy, and Apalachicola provide for 
a doubling of the license if not paid within the 
allowed time, while Pensacola levies a 50 per cent 
penalty if payment is not made within a thirty-day 
period. West Palm Beach offers a discount for the 
prompt payment of license taxes. The fiscal years 
of most of the cities begin October Ist, with some 
commencing January Ist, and a few at other dates. 
Of the cities investigated, 46 per cent provided no 
period of grace for the payments; 36 per cent had a 
thirty-day period of grace; 7 per cent a sixty-day 
period ; and 11 per cent a ninety-day period. Twenty 
cities indicated the percentage of their license taxes 
that was collected within their prescribed period last 
year. This was 100 per cent for five cities; 98 per 
cent for three cities; 97 per cent for one city ; 95 per 
cent for two cities; 90 per cent for two cities; 80 
per cent for two cities; 75 per cent for one city ; 65 per 
cent for one city ; 60 per cent for one city ; 45 per cent 
for one city; and 30 per cent for one city. Of the 
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cities, 20 per cent charge a small fee for the license, 
while the remainder do not. 

Almost all of the city license rates on merchants 
provide for a variation of the tax, according to the 
amount of stock carried by the merchant. Of the 
city tax collectors, 83 per cent stated that they did 
not make any check on the reported value of mer- 
chants’ stocks, while 17 per cent attempted to make 
such a check. Of these collectors, 60 per cent stated 
that their license rates were higher on out-of-town 
tradesmen than on those residing within the city, 
while the remaining 40 per cent showed no discrim- 
ination in the rates. In some test cases, the courts 
have held laws discriminating against out-of-town 
tradesmen unconstitutional. 

This discussion of city license tax rates has pur- 
posely been made brief. However, it can be seen 
that these rates, as well as the state and county rates, 
are determined in a very unscientific and inequitable 
manner, and need a thorough revision. 


License Tax Faults 


As a result of the study, it is evident that the state 
and county license tax schedules and the various city 
schedules contain too many individual rates, based 
on too many different kinds of computations, and 
depending upon too many individual scales. Sucha 
multiplicity of individual rates and scales, instead of 
promoting equality of tax burden, rather makes the 
distribution of such burden more unequal. Such in- 
dividual treatment of rates unduly favors some oc- 
cupations or activities, and discriminates against 
others. Likewise, the existence of so many diverse 
rates makes the system very difficult to administer. 

Then, the bases upon which the taxes are 
computed in the majority of cases bear very little rela- 
tion to the tax-paying ability of the business or occu- 
pation. It has been shown that flat rates are no 
measure of tax-paying ability, and that the size of a 
city or county might have nothing to do with the 
size of a business or the income derived from the 
business. Some of the other bases might indicate 
in a general way the size of the business, but not its 
tax-paying ability, for frequently a large business 
might be operating at a loss, while some small busi- 
ness might be making a large profit. Taxes bearing 
unequally upon the taxpayer with a small income 
cannot be passed on. A small merchant or filling 
station operator cannot very readily raise the price 
of his product. If taxed too heavily by such a tax, 
he is gradually forced out of business. These un- 
equal license taxes thus foster the concentration -of 
business in the hands of a few large companies, and 
encourage the growth of monopoly. The burden of 
business taxation should be upon the businesses and 
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occupations deriving a profit from their activities, 
and the measure of such taxation should be the 
amount of such profit. Until this is done, there can 
be no satisfactory settlement of the business license 
tax problem. 

The next and concluding part of this study will 
contain specific suggestions as to how this can be 
accomplished. 


Corporation Salaries and Bonuses and the 
Federal Income Tax 
(Continued from page 302) 


It was inevitable that the publication of these 
schedules should result in demands for remedial leg- 
islation. On February 28, 1934 Senator Gore, of 
Oklahoma, proposed *? two amendments to the Rev- 
enue Act, which read as follows: 


(e) There shall be levied, collected, and paid for each 
taxable year upon the amount by which the compensation 
(including salaries, commissions, emoluments, and rewards, 
and any other reward or bonus, by whatever name known) 
of any individual for personal services exceeds compensa- 
tion at the rate of $75,000 per year, a tax of 80 per cent of 
such amount. The tax imposed by this subsection shall 
be in lieu of all other taxes under this title in respect of 
such amount. 

The amount by which the compensation (including salary 
and any other reward or bonus, by whatever name known) 
of any person for personal services exceeds compensation 
at the rate of $75,000 per year shall not be deductible under 
this subsection. 


In presenting these amendments, Senator Gore said: 


These amendments would impose a heavy tax on so- 
called “bonuses” paid to officers and directors of corpora- 


3178 Cong. Rec. 3453. 
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tions. They are the same as the amendments which I 
offered two years ago to the revenue bill then pending, but 
they were rejected by the House conferees. I do not know 
why they were rejected by the House conferees or why 
the Senate conferees receded. 


In this connection, reference may be made to 
page 11 of the Preliminary Report of a Sub- 
Committee of the House Committee on Ways and 
Means, 73d Congress, 2d Session, on Prevention of 
Tax Avoidance, dated December 4, 1933, where the 
following *? appears: 


(b) Officers’ Salaries. Your subcommittee debated at 
length the advisability of limiting the amount of the deduc- 
tion allowed to a corporation on account of salary or other 
compensation received by any officer of the corporation. 
The numerous examples of excessive officers’ salaries 
brought to light during the past year were not overlooked. 

It appears that, while some desirable purpose might be 
accomplished from the limitation mentioned, no gain in 
revenue could be expected. On the contrary, if lower offi- 
cers’ salaries were actually paid, a loss in revenue would 
result. This comes about because high salaries bear not 
only the normal tax but heavy surtaxes, while distributions 
in dividends would bear no normal tax and on account of 
the spread of the amount distributed among all the stock- 
holders would bear less surtax in the aggregate. 

In view of the above, your subcommittee refrains from 
making a recommendation on this subject. 


On April 9, 1934 Senator McKellar, of Tennessee, 


offered an amendment ** to the Revenue Act, which 
reads as follows: 


But no allowance for salary or compensation in excess 
of $50,000 per annum shall be considered reasonable or 
allowed, and allowances for other salaries or compensation 
of said corporation shall be credited in accordance with 
this maximum in fixing the amount of deductions on ac- 
count of salaries or compensation. 


The proposed amendment was rejected by the Senate 


without a record vote. The purpose of the proposed 
amendment was to limit salaries by way of imposing 
a penalty in the form of taxation upon the corpora- 
tion; that is, by not permitting deductions for sal- 
aries in excess of $50,000, and taxing the difference 
between $50,000 and the excess over $50,000 at the 
corporate tax rate. The proposed amendment would 
defeat its purpose so far as revenue to the Govern- 
ment is concerned. 

However, the Act of May 10, 1934, amending the 
Revenue Act, contains an amendment ** which was 
proposed by Senator McKellar. This provision 
directs the Secretary of the Treasury to transmit to 
the Congress lists of salaries, where they amount to 
$15,000 or more, and of bonuses of $15,000 or more, 
so that they may be published. It reads as follows: 


(d) Under regulations prescribed by the Commissioner, 
with the approval of the Secretary every corporation sub- 
ject to taxation under this title shall, in its return, submit 
a list of the names of all officers and employees of such 
corporation and the respective amounts paid to them dur- 
ing the taxable year of the corporation by the corporation 
as salary, commission, bonus, or other compensation for 
personal services rendered, if the aggregate amount so paid 
to the individual is in excess of $15,000. The Secretary of 
the Treasury shall submit an annual report to Congress, 
compiled from the returns made containing the names of, 
and amounts paid to, each such officer and employee and 
the name of the paying corporation. 


The writer has presented elsewhere ** a discussion 
of the theory of compensating corporate manage- 


%2 This portion of the report may also be found in 78 Cong. Rec. 6400. 
3378 Cong. Rec. 6398. 


%78 Cong. Rec. 6690. Revenue Act of 1934 § 148. 
% 42 The Annalist 605, November 10, 1933. 
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ment, together with some statistical data represen- 
tative of modern practice. It is hoped that the results 
of that empirical study, when considered in connec- 
tion with the foregoing legal principles, will con- 
stitute helpful material to determine the reasonableness 
of corporation salaries and bonuses. 


The Bureau’s Depreciation Policy: 
Its Practical Significance 
(Continued from page 285) 


tion hitherto in use was adopted. Examples are 
(a) losses from casualty of a type which could not 
have been reasonably expected, such as an abnor- 
mal fire or flood, (b) extraordinary obsolescence or 
complete supersedence by a new invention, and 
(c) sale of the asset. Note that the answer to the 
question depends not merely upon the nature of the 
cause of any particular retirement under considera- 
tion but also upon evidence as to what types of 
casualty, obsolescence, etc., the particular person 
who fixed the rate actually or probably contemplated 
when he made his original estimate. Losses will also 
be allowed, the Commissioner states in Mimeo- 
graph 4170 (RA 714), for retirements from accounts 
in which depreciation has been consistently taken, 
not at an average rate, but at a minimum rate, based 
upon the longest-lived asset in the group, or upon 


the maximum expected in the case of a single-asset 
account. 


The policy of not recognizing retirement losses 
where depreciation of a group account is based upon 
average lives, and of removing the entire cost of an 
asset from both capital and reserve accounts at the 
time of retirement regardless of the number of years 
of elapsed service life, has also been adopted and 
prescribed by the Interstate Commerce Commis- 
sion.’® There is no doubt of the Bureau’s intention 
to make a revolutionary change in this respect. It 
will not be possible to prevent the disallowance of 
many retirement deductions now under review by 
the Bureau without the careful preparation of new 
and convincing evidence. The best of engineering 
and accounting assistance will probably be indis- 
pensable in the preparation of such evidence. 


It is perhaps appropriate that the specific subject 
of depreciation rates be reached last of all in this 
discussion of, the Bureau’s new policy, in view of 
the fact that rates, as such, are no longer to be 
stressed as the primary depreciation factor. Major 
emphasis is placed on first determining the amount 
of capital remaining to be “recovered.” 1® Instead 
of applying, year after year, a fixed rate to the 
amount in the capital account, the taxpayer is now 
expected to apportion the amount to be “recovered,” 
with due regard to salvage value, over the number 
of years of remaining serviceable life. It will be ot 
little use, except for comparison with the estimates 
of serviceable life, to refer to rates formerly used 
_% See Interstate Commerce Commission Order, No. 14700, Deprecia- 
tion Charges of Telephone Companies, and No. 15100, Depreciation 
Charges of Steam Railroad Companies, Decided July 28, 1931. 

19 There is probably no significance to the change of the word “re- 
placed” to the word “recovered”, except that the latter more accurately 
expresses the meaning which the Bureau has had in mind for many 


years and that the occasion of the other changes was a favorable time 
for making this minor change as well. 
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by the taxpayer, rates fixed for prior years by agree- 
ment with the Government, rates found by the 
courts or by the Board of Tax Appeals, or the rates 
made public by the Bureau of Internal Revenue in 
its “Depreciation Studies,” published in January, 
1931.2° It is too early, in the case of the last named 
publication, to forecast the extent to which it will 
be granted recognition. While it is unlikely that 
the Bureau would wholly repudiate the estimates of 
useful lives officially set forth so recently, it must 
be borne in mind that the Bureau expressly dis- 
claimed, at the outset, any highly authoritative char- 
acter for this set of figures. The Foreword contained 
the following words of caution: 


The use of the rates of depreciation based on the prob- 
able useful life of the various assets shown hereafter is 
not prescribed in any particular case, and employees of 
the Bureau, as well as taxpayers, are cautioned against ap- 
plying them arbitrarily. They are set forth solely as a 
guide or starting point from which correct rates may be 
determined in the light of the experience of the property 
under consideration and all other pertinent evidence. Be- 
ing based on the usual experience of property owners, the 
probable useful life is predicated on a reasonable expense 
policy as to the cost of repairs and maintenance. How- 
ever, the probable life shown does not take into account 
an extended or indefinite term of usefulness due to main- 
tenance and replacement policy. Therefore, in the deter- 
mination of the depreciation allowance in each case, due 
consideration should be given the maintenance and re- 
placement policy of the taxpayer and the accounting prac- 
tice regarding the same.” 


Taxpayers are required, by a footnote to Column 9 
of the revised schedule,”* to show in a separate state- 
ment how the estimated remaining life was deter- 
mined. Coupled with the new provision which 
places the burden of proof squarely upon the tax- 
payer, this amounts to the requirement of a thor- 
oughly competent, correctly documented, engineer- 
ing report on the nature, use and condition of the 
various kinds of assets. 

All of the foregoing discussion has demonstrated 
the truth of the introductory statement that the new 
policy is not so much a change in the law and regu- 
lations as it is a change in the official attitude toward 
the application of principles long in existence but 
hitherto enforced with somewhat varying intensity 
and with a marked divergence of interpretation. 
One need look no farther than Bulletin “F” (Revised 
January, 1931),?* to see an extended official state- 
ment of substantially the same rules, and even a 
formal schedule similar in most respects to that 
which is now required. It is apparent that neither 
Bulletin “F” nor the elaborate depreciation question- 
naire sent out to taxpayers during recent years by 
some sections of the Bureau’s Valuation Division has 
produced the desired result except in a minority of 

2 “TJ, S. Treasury Dept., Depreciation Studies, Preliminary Report of 


the Bureau of Internal Revenue. Jan. 1931.” For sale by Supt. of 
er Washington, D. C. Rate tables reproduced in 341 CCH, 
page 476. 

*t This is still a reliable statement of the Bureau attitude with respect 
to a taxpayer’s established policy of accounting for replacements, repairs, 
and maintenance. See Note 13. 

2 Bear in mind that the estimate of remaining life is not only inter- 
locked with the taxpayer’s policy of accounting for replacements, 
repairs, and maintenance (see notes 13 and 21), but also with the esti- 
mate of salvage value, where this factor is recognized. Estimating 
Salvage value, with due allowance for cost of salvage, which often 
— net salvage to a negligible quantity, is strictly an engineering 
Problem. 

23 “TJ, S. Treasury Dept.—Bureau of Internal Revenue, Bulletin ‘F’ 
(Revised January, 1931): Income Tax Depreciation and Obsolescence 
Revenue Act of 1928.” Distributed by Supt. of Documents, Wash- 
ington, D. C. 
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cases. The step now being taken, though in prac- 
tically the same direction, is so much more definite 
and forceful, and is so clearly taken with the express 
sanction of Congress, that there is no room for doubt 
as to the thoroughness with which all agencies of the 
Income Tax Unit will attempt to carry out the new 
instructions. 


Rulings of the Bureau of Internal Revenue 


(Continued from page 316) 
ness expense in its Federal income tax return.—I. T. 2775, 


XITI-17-6764 (p. 2). 


Capital Net Gains and Losses—Definition of Capital 
Gain.—The period (more than two years) for which stock 
acquired through the exercise of stock rights must be held 
in order to constitute a “capital asset” [Revenue Acts of 
1921, 1924, 1926, 1928, and 1932] begins to run from the date 
of acquisition of the stock so acquired, and not from the 


date of acquisition of the stock in respect of which the 
rights were issued. 


General Counsel’s Memorandum 11645 (C. B. XII-l, 
117) is revoked in so far as inconsistent’ herewith, and 
General Counsel’s Memorandum 10063 (C. B. X-2, 159), is 
reinstated.—G. C. M. 12942, XITII-16-6755 (p. 5). 


BANKS AND TRUST COMPANIES 
Let Us Equip Your Transfer Department 


HARDING & HEAL 
ESTABLISHED 1888 
MANUFACTURING BANK PRINTERS 
102 GREENWICH STREET New York City 

TEL. BOWLING GREEN 9-1590-1-2 
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question pertaining to Income, Estate, Gift, or Excise Taxes. 
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Compensation of State Officers and Employees.—The 
activities of the Board of Transportation of the City of 
New York are proprietary and not governmental in char- 
acter. Accordingly, the compensation of its officers and 
employees is subject to Federal income tax.—I. T. 2782, 
XIII-20-6794 (p. 6). 


Dividends from Federal Land Banks and Other Finan- 
cial Agencies of the Federal Government-Tax Liability — 
Dividends on the stock of the Central Bank for Coopera- 
tives, the Production Credit Corporations, Production 
Credit Associations, and Banks for Cooperatives, organ- 
ized under the provisions of the Farm Credit Act of 1933, 
constitute taxable income to the recipients for Federal 
income tax purposes under the Revenue Act of 1932. So 
long as those organizations are exempt from Federal in- 
come tax for the reason that some of their stock is owned 
by the United States, or in the case of Production Credit 
Associations by the Production Credit Corporation, the 
dividends may not be credited against net income for nor- 
mal tax purposes under the provisions of Section 25(a)1 
of the Revenue Act of 1932. It follows that for such period 
the dividends received are subject to both normal tax and 


surtax.—I. T. 2780, XIII-19-6782 (p. 4). 


Exchange of Securities—Recognition of Gain or Loss.— 
The “Series A” debentures of the M Corporation were is- 
sued in the amount of 8x dollars under an indenture dated 
in 1929. In 1930 an additional issue of 6x dollars, desig- 
nated as “Series B,” was made under a supplemental in- 
denture. The only differences between the two issues are 
the dates of issue and the amounts to be redeemed 
annually. 


Held, any gain from an exchange of “Series A” deben- 
tures for “Series B” debentures must be recognized under 
Section 112 of the Revenue Act of 1932, but allowance of 
a loss is precluded by Section 118 of that Act——I. T. 2778, 
XIII-18-6773 (p. 3). 


Gross Income Defined—Inclusions.—The “initial pay- 
ments” from the sale of real estate, under Section 212(d) 
of the Revenue Act of 1926, do not include amounts re- 
ceived by the vendor in the year of sale from the disposi- 
tion to a third person of notes given by the vendee as part 
of the purchase price which are due and payable in subse- 
quent years. 


Recommended that I. T. 2339 (C. B. VI-1, 42) be revoked. 
—G. C. M. 12987, XIII-17-6765 (p. 3). Following this rec- 
ommendation I. T. 2339 was revoked by I. T. 2776, 
XIII-17-6766 (p. 4). 


Losses.—A conservator took charge of the M Bank in 
the year 1933. An assessment of 100 per cent was then 
levied on the stockholders. All the outstanding capital 
stock of the bank was canceled but new stock, nonas- 
sessable, was immediately delivered to the stockholders 
who paid the assessment. Those who did not pay the 
assessment lost their entire interest in the bank. 

Held, no deductible loss was sustained in 1933 by the 
stockholders who paid the assessment and received new 
stock. The stockholders who failed to pay the assessment, 
with the result that when their stock was canceled they lost 
all interest in the bank, sustained a loss which is deductible 


for 1933.—I. T. 2777, XIII-18-6772 (p. 2). 


Pensions and Compensation Received by World War 
Veterans.—Pensions and compensation received by veter- 
ans are subject to Federal income tax, unless such amounts 
are paid under the World War Veterans Act or the World 
War Adjusted Compensation Act. (See article 52 of Regu- 
lations 77.) Pensions or compensation allowances received 
up to and including June 30, 1933, by veterans of the 
World War, who, in accordance with Section 20 of Public, 
No. 78 (48 Stat., 283, 309), filed claims therefor prior to 
March 20, 1933, are considered as being paid under the 
World War Veterans Act and are exempt from Federal 
income tax. All amounts received by veterans or their 
beneficiaries from yearly renewable term or converted poli- 
cies of Government insurance issued under the provisions 
of the World War Veterans Act are exempt from Federal 
income tax under the provisions of Section 22 of that Act. 

Pensions received from the United States by the family 
of a veteran for services rendered by the veteran to the 
United States in time of war are exempt from Federal 


income tax. (See I. T. 2665, C. B. XI-2;.19:) Amounts re- 


June, 1934 


ceived as emergency officers’ retirement pay under the 
Tyson-Fitzgerald Act of May 24, 1928 (45 Stat., 735), are 
subject to Federal income tax. (See I. T. 2660, C. B. 
XI-2, 21).—I. T. 2779, XIII-19-6781 (p. 2). 


Treasury Bills—Exclusion of Income from Tax.—Under 
the provisions of Section 22(b)(4) of the Revenue Act of 
1932 and Regulations 77, in-the case of Treasury bills 
issued after June 17, 1930 (1) the “amount of such obliga- 
tions and securities” is their par (maturity) value and (2) 
the “income received therefrom” is the net excess of the 
amount realized during the taxable year from the sale or 
other disposition of the bills over the cost or other basis 
thereof, no separate computation of discount being neces- 
sary.—T. D. 4431, XIII-20-6801 (p. 3). 


Miscellaneous Taxes 


Automobiles, etc. (Manufacturers’ Excise Tax).—Certain 
equipment for an automobile truck chassis, known as “six 
wheel attachment,” is subject to the manufacturers’ excise 
tax as a “part or accessory.” [Sec. 606(c), Revenue Act 
of 1932.J]—S. T. 736, XIII-16-6758 (p. 21). 


Gasoline Tax.—Engine distillate is “gasoline” within the 
meaning of Section 617(c)2 of the Revenue Act of 1932, and 
is subject to the tax imposed by Section 617(a) of that 
Act as amended.—S. T. 738, XIII-19-6786 (p. 22). 


Jute Yarn Processing Tax.—The first domestic processing 
of jute yarn into twine (as these terms are defined by 
regulations made by the Secretary of Agriculture, with the 
approval of the President, dated December 1, 1933 [T. D. 
4415, XIII-3, 18]), on or after December 1, 1933, is subject 
(under the provisions of Section 15 (d) of the Agricultural 
Adjustment Act) to the processing tax, and the processor 
is liable for the tax computed on the total weight of the 
jute yarn put into such process. 

_ The tax upon the first domestic processing of jute yarn 
into twine became effective on December 1, 1933. All such 
twine, which was held on December 1, 1933, for sale or 
other disposition, became subject to the tax on floor stocks 
imposed under Section 16 (a) of the Act. The tax on floor 
stocks of twine is computed on the total weight of the 
twine. (T. D. 4415, supra.)—P. T. 7, XIII-19-6787 (p. 24). 


Stamp Tax on Conveyances.—Inquiry is made as to the 
amount of stamp taxes due [under Sec. 725, Revenue Act 
of 1932] in the following cases: 

(1) A, the owner of certain real estate, sold it to B for 
a consideration of $4,000. B paid the amount of $2,500 in 
cash, leaving a balance due of $1,500. A accepted bonds 
of the Home Owners’ Loan Corporation for the balance 
of $1,500, and gave B a deed to the property. 

_ Question. Should the stamp tax be based upon the orig- 
inal purchase price of $4,000, or upon the balance of $1,500? 

Answer. Inasmuch as the consideration for the deed 
conveying title to the property was $4,000, the tax should 
be computed on that amount. 

(2) The holder of a trust deed in the amount of $2,000 
foreclosed upon the property securing the deed. At the 
foreclosure sale, because of taxes and additional expenses in- 
curred, the holder of the trust deed bid in the property for 
$2,500, and a public trustee’s deed was issued to him. The 
purchaser then accepted bonds of the Home Owners’ Loan 
Corporation in the amount of $1,500 as consideration for 
the retransfer of the property to the former owner. 

Question. (a) In what sum should revenue stamps be 
placed on the public trustee’s deed? (b) Will the deed 
conveying the property to the former owner require any 
revenue stamps; if so, in what amount? 

Answer. (a) The tax should be computed on the amount 
bid for the property plus any costs paid by the purchaser 
at the foreclosure sale. (b) The deed from the purchaser 
to the former owner of the property is a conveyance of 
realty sold and the tax should be computed upon the 
amount paid, namely, $1,500. 

An instrument granting a permanent right of way or 
easement with respect to land in Illinois, Indiana, Michi- 
gan, New York, Ohio, Pennsylvania, and West Virginia, 
is subject to the stamp tax imposed by Schedule A-8 of 
Title VIII of the Revenue Act of 1926, as added by Section 
725 of the Revenue Act of 1932, being taxable as a con- 
veyance of “lands, tenements or other realty.”"—G. C. M. 
13035, XIII-18-6777 (p. 18). 








